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FEDERAL TAXES ON CORPORATE INCOME AND 
THE RATE OF RETURN ON INVESTMENT 
IN MANUFACTURING, 1927 TO 1952 


EUGENE M. LERNER * AND ELDON S. HENDRIKSEN ** 


pans the quarter century be- 
tween 1927 and 1952, the effective 
corporate income tax rate’ fluctuated 
sharply. From 1927 to 1944 it in- 
creased from 12 to 63 per cent, a 425 
per cent rise. After the World War II 
excess profits tax was removed, the ef- 
fective tax rate fell to a post-war low 
of about 36 per cent in 1949. During 
the Korean War, it again rose to 55 per 
cent, a 50 per cent rise from 1949. 
This study examines empirically the ef- 
fect of these significant changes in taxes 
on the rate of return on investment for 
all corporations showing profits in nine 
specific industrial areas and in manufac- 
with 


Lerner is an economist 


* Mr. the Federal 
Reserve Bank of Chicago. The views expressed in 
this article are personal and do not necessarily re- 
flect those of the institutions with which the authors 
are associated. 


* Mr. Hendriksen is an assistant professor of 
Business Administration, School of Economics and 
Business, State College of Washington. 


1 The effective income tax rate is defined as the 
ratio of total federal taxes on income to profits before 
taxes for profit-making firms in manufacturing. 


turing as a whole.” The immediate im- 
pact of tax changes is considered first; 
the long-run effects are considered next; 
and some observations on the institu- 
tional changes that permitted firms to 
adjust to tax changes are presented last. 


Sources, Techniques, and Limitations 


The data for this study were taken 
from the annually published Statistics 
of Income, Part 2.* During the late 
1920’s and early 1930’s the Treasury 
Department classified all manufactur- 
ing corporations into eleven broad in- 
dustrial areas,‘ one of which is the 
catch-all class, “all other”. These 


* Firms not paying taxes, i.e., non-profit-producing 
firms, are not considered in this study. Consequently, 
the percentage of firms studied in any industry and 
in all manufacturing varies from year to year. 

3U. S. Treasury Department (Washington: Gov- 
ernment Printing Office, 1927-1952). The prelim- 
inary report was used for 1952, the last year for 
which statistics were available when this manuscript 
was written. 

4 The specific industrial areas are: Food products, 
beverages, and tobacco (tobacco became listed as an 
independent area in 1931 and beverages in 1933); 

(See next pige) 
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areas have been subdivided and addi- 
tional areas have been added from time 
to time, but only the original classifica- 
tions and two subclassifications were 
used in this analysis. 

A basic premise of this study is that 
the corporation is a legal and economic 
entity and that the suppliers of corpo- 
rate capital include both the stockholder 
and the bondholder. Accordingly, the 
net worth plus long-term indebtedness 
of a firm was taken as the firm’s total 
investment.” Because stock and bond- 
holders were treated alike, profits were 
adjusted ® for interest payments‘ be- 
fore the rate of return on investmen: for 





Textiles and textile products; Leather and leather 
products; Rubber and related products; Lumber and 
wood products; Paper, pulp, and products; Printing 
and publishing; Chemical and allied substances; Metal 
and metal products; and Stone, clay, and glass. Three 
of these areas were not analyzed for reasons to be 
described in the text. The 
investigated. 


remaining areas were 


5 Net worth is defined as the sum of paid-in capital 
and earned surplus less deficit. The total investment 
as defined in this study is a reflection of the balance 
sheet valuations of net working capital, plant and 
equipment, and other assets. This definition of total 
investment permits intercompany and _ intertemporal 
comparisons of the rate of return because all firms are 
treated the same, regardless of their differing debt- 
equity ratios. If only equity capital were considered, 
changes in the degree of trading on the equity would 
distort the rate of return series. In support of this 
procedure, the Federal Reserve Bank of Kansas City 
recently stated in a discussion of the financing of 
investment, “ The risks inherent in a particular in- 
vestment or venture are not influenced by the choice 
of contracts—equity or debt—by which capital is at- 
tracted to the project. The capital invested must, 
in the aggregate, bear the risk to which that enter- 
prise is subject... ,” Federal Reserve Bank of Kansas 
City, “The Shortage of Equity Capital—Bogey or 
Reality?’ Monthly Review (July, 1955), p. 4. 


6 Interest paid to bondholders is deductible for tax 
purposes; payments to stockholders are not. If two 
firms show the same net profit before interest and 
taxes, and one employs borrowed capital while the 
other does not, the firm using the borrowed capital 
will show a smaller taxable net income and therefore 
pay a smaller tax. The adjustment for interest pay- 
ments made in this study permits all permanent in- 
vestment to be treated alike and adjusts for possible 
shifts from equity to debt because of the tax. 
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profit-making firms was calculated. The 
ratio of adjusted profits to the total in- 
vestment made by all firms showing a 
profit in an industrial area is defined as 
the rate of return on investment for 
that area. 

The broad industrial areas into which 
corporation tax returns are classified 
conceal many of the exciting changes 
of the past quarter century. Within 
the processed food area, for example, a 
new industry developed—frozen foods. 
Structural changes took place, influenc- 
ing the rate of return on investment. 
Retail stores deepened their capital by 
substituting self-service counters and 
steel shopping baskets for labor; and 
some companies changed their policy 
from owning their places of business to 
renting and vice versa. During this 
period, other economic events also af- 
fected the recorded rate of return on 
investment. Price fluctuations raised or 
lowered the real value of a firm’s assets 
but not its recorded net worth. Furth- 
ermore, some firms may have changed 
their depreciation policy.* 


The effects of these changes on the 
rate of return were tested. The ratio 
of rent to depreciation was used to ap- 
proximate rental-ownership changes in 


7 The following procedure was used to correct for 
interest payments: The effective tax was computed 
for each industrial area for each year. The comple- 
ment of the effective tax was multiplied by the total 
interest payments of an industrial area and the prod- 
uct was added to profits after taxes. For example, 
assume the effective tax paid in an area was 52 per 
cent. Then, 48 per cent of the interest payments 
were added to profits after taxes. The assumption 
was made that if the borrowed funds had been pro- 
vided by stockholders, the firm would not be placed 
in a higher marginal tax bracket because of its higher 
profits for tax purposes. 


8 During the past quarter century, other changes 
affecting the comparability of the data also took 
place. We have abstracted from these other 
changes because we believe they do not affect the 
major conclusions reached in this study. 
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each industrial area. If this ratio 
changed by more than the arbitrary 
amount of 20 per cent during the years 
investigated, it was assumed that a 
structural change took place and the 
area was rejected from this study. Upon 
this criterion, three areas, metals, leather, 
and forest products were rejected. 

Depreciation charges as a percentage 
of fixed assets for total manufacturing 
remained fairly constant during this 
period. This suggests that changes in 
depreciation policies of the firms offset 
one another and did not significantly 
alter the rate of return. 

The effect of price level changes in 
the post-war period was also tested. The 
conclusion was reached that the rate of 
return based on reported profits of all 
firms engaged in manufacturing was 
overstated by less than four percentage 
points.” No corrections for price level 
changes were made; had the rate of re- 
turn been corrected, none of the con- 
clusions reached in this study would be 
altered. 


The Immediate Impact of Tax Changes 


Tax theory suggests that if the cor- 
porate income tax rate is changed, its 


immediate incidence falls upon the 
firm.’” Firms must suffer lower profits 


9If a 100 per cent price rise were to have the 
maximum effect on the fixed asset valuation and de- 
preciation charges, the rate of return for total manu- 
facturing would be overstated by less than four 
percentage points. The maximum effect of rising 
price levels will occur when revenues reflect the 
higher prices but depreciation charges and fixed asset 
valuations remain at their pre-inflationary levels. 
Since firms acquired new assets at rising prices from 
1946 to 1951, the 4 per cent figure used in the text 
is quite extreme. Assuming an average rate of growth 
of about § per cent, an average life of capital assets 
of 25 years, and an average ratio of capital assets to 
working capital and other assets of 45 to 55, a more 
realistic correction for this price change during this 
five-year period would be about 2 or 3 percentage 
points. 

10 See Richard Goode, The Corporation Income Tax 
(New York: John Wiley and Sons, Inc., 1951), p. 44ff. 
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after an income tax is imposed because 
the capacity of the industry cannot be 
immediately changed to permit the ad- 
justment of prices and output to the 
new conjuncture. Furthermore, it is 
not usually possible for firms to adopt 
cost-reducing innovations during short 
periods of time. It therefore follows 
that if other things remain unchanged, 
the rate of return on investment should 
fall immediately if tax rates are raised 
and rise immediately if tax rates are 
reduced. 

At any moment of time, however, 
other powerful forces in addition to tax 
changes are operating on profits and the 
rate of return. Demand curves as well 
as cost curves are constantly shifting. 
The effects of these changes on the rate 
of return are difficult to isolate and 
therefore corrections cannot be made 
easily or accurately. Empirical con- 
clusions about the effect of tax changes 
in the short run must therefore remain 
tentative. 

In studying the important question 
of the incidence of tax changes, we 
tested the hypothesis that the tax is 
completely passed on in the short run. 
If the rate of return stays the same or 
rises in an industrial area between two 
years during which tax rates rise, this 
evidence was taken to be consistent with 
the hypothesis that the tax is passed on 
in the short run. If tax changes and 
the rate of return move in opposite 
directions, this evidence is inconsistent 
with the hypothesis that the tax is com- 
pletely passed on; i.e. it conforms to 
our theoretical expectation. Evidence 
inconsistent with the hypothesis being 
tested, however suggestive, does not 
prove that the tax is absorbed. The 
rate of return may have fallen between 
the two periods for a host of other 
reasons. 
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Table 1 shows the annual effective in- 
some tax rate of all profit-making cor- 
porations engaged in manufacturing 
and the semi-interquartile range of 
effective tax rates in the nine industrial 
areas. Effective tax rates rose steadily 
but slowly from 1927 through 1940." 
On March 7, 1941, the excess profits 
tax was sharply increased and a surtax 
was enacted. In October, 1942, the 
marginal rates of the surtax were in- 
creased and the effective tax rate soared 
to over 60 per cent. The semi-inter- 


NATIONAL TAX JOURNAL 


| Vor. 1X 


and food processing industries, paid a 
small excess profits tax; firms which 
grew rapidly or had widely fluctuating 
incomes, like those in the rubber and 
textile industries, paid a great deal. On 
December 31, 1945, the excess profits 
tax was removed, the effective tax rate 
dropped to 36 per cent in 1946, and 
the semi-interquartile range returned to 
its low 1920 level. During the Korean 
War, the tax on excess profits was re- 
imposed, and in 1951 the effective tax 
rate jumped to over 55 per cent. The 


TABLE 1 
Tue Errective Tax Rate in ALL MANUFACTURING AND THE SEMI-INTERQUARTILE 
RaNce or Errective Tax Rates IN THE NINE INDUSTRIAL 
AREAS INVESTIGATED 


Effective Sem-inter- 
Tax quartile 
Rate Range 


0.46 
0.60 
0.47 
0.62 
0.71 
0.93 
0.76 
0.50 
0.67 
0.82 
1.00 
0.37 
0.51 


11.68 
10.31 

9.28 

9.67 

9.67 
11.20 
12.69 
12.41 
11.98 
14,82 
15.71 
15.46 


1939 16.02 





quartile range, consistently small until 
1940, widened sharply when the excess 
profits tax was imposed. Firms with 
stable incomes, like those in the tobacco 


11 As defined in this study, changes in effective 
tax rates are an amalgam of two things: (1) 
changes in income reacting on a non-proportional set 
of tax rates, and (2) changes in tax rates. Only if 
the effective tax rate changes because the schedule of 
taxes shift, point 2, should an opposite movement in 
the rate of return occur. 

An assessment was made of the importance of 
point 1, the change in income acting on a non- 
proportional set of rates. Four years were chosen to 
measure the “ progressiveness”” of the effective cor- 
porate income tax rate. While the corporate income 
tax is progressive for firms earning up to $100,000 a 
year, this analysis revealed that only a relatively small 
percentage of the total taxable corporate income was 
earned by these firms. In 1940, only 14.7 per cent 


Effective 
Tax 
Rate 
1940 
1941 
1942 
1943 
1944 
1945 
1946 
1947 
1948 
1949 
1950 
1951 
1952 


Semi-inter- 
quartile 
Range 


Year 


2.29 
4.68 
4.60 
2.28 
1.69 
3.10 
0.32 
0.85 
0.92 
0.62 
1.54 
4.38 
2.65 


27.55 
46.68 
59.57 
62.96 
62.54 
57.89 
36.47 
36.07 
36.03 
35.82 
43.93 
55.56 
54.63 


excess profits tax again widened the 


semi-interquartile range of the effective 
tax rate. 


of corporate income was earned by firms with less 
than $100,000 income; in 1951, only 4.8 per cent of 
The effective 
tax rates for 1951 were slightly progressive above 
the $100,000 income level, however, because of the 
Although a 
larger number of firms earned less than $100,000 of 


corporate income was in this category. 


war excess profits tax of that year. 
income in each of the years, the largest percentage 
of corporate income was earned by firms paying 
approximately the same marginal tax rates. For 
purposes of this study, total corporate income is 
more important than the number of firms in each 
tax bracket. Changes in the aggregate effective tax 
rate are therefore more likely to be caused by shifts 
in the entire schedule of taxes, point 2, than by 
point 1. 
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Column | of Table 2 records the year 
to year changes in the effective tax rate 
of all manufacturing firms. Columns 
2, 3, and 4 were constructed as follows: 
the annual rates of return and the effec- 
tive tax rates in each of the nine in- 
dustrial areas were computed. When 
the two rates changed from the previous 
year in the same direction, an “S$” was 


INVESTMENT RETURN 197 


is consistent with the hypothesis that the 
tax change is completely passed on; an 
“©” is inconsistent with the hypoth- 
esis. 

Between 1927 and 1939, and again 
between 1947 and 1949, effective tax 
rates changed from year to year by 
small amounts. During these years, 
the changes in tax rates and in the rate 


TABLE 2 
Tue Impact or Tax CHANGES 


The Number of Industrial Areas in Which the Rate of 


Change in 

Tax Rate Same 

Direction 
“ S ” 
(2) 


— 
~ 


| 


So RO GS) ve ps > Go br WO 
DomwdnnNoRon | 


1938 
1939 
1940 
1941 
1942 
1943 
1944 
1945 
1946 
1947 
1948 
1949 
1950 
1951 
1952 


3 
3 
3 
1 
1 
5 
2 
1 
5 
3 
5 
4 
5 
5 
1 
3 
2 
8 
0 
5 
1 
2 
5 
0 
3 


Return and Taxes Change in: 

Opposite 

Direction 
“ ” 


No Change in 
Effective Tax Total Mfg. 


(3) (4) (5) 


BOWOOH OR RAD RP RPE WUNWWNHTTE NWR 
RDOw|| || || OR|| COMB] || O*|] || COll [| OO 


NOK IDWOCOCOWOOCOCOCKP KF EF NOR KOUN KO 





recorded; when they changed in opposite 
directions, an ‘““O” was recorded; and 
when the effective tax rate did not 
change by more than one-half of one 
per cent, an “==” was recorded. The 
number of each of these changes was 
tabulated and recorded in the appropri- 
ate cell. Column § shows the relation- 
ship of these changes for all corporations 
engaged in manufacturing. An “S$” 


of return for total manufacturing were 
inconsistent five times and consistent 
once with the hypothesis that the tax 
is passed on. This one-sided evidence, 
however, is not conclusive. Far more 
important forces than the rise in the 
corporate income tax were operating in 
1932, for example, to lower the rate of 
return on investment. 

The experience of five particular 
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years—1941, 1942, 1943, 1946, and 1951 
—during the quarter century studied 
are of considerable importance for 
analyzing the immediate incidence of 
tax changes. During each of these 
years the entire schedule of tax rates 
facing a firm shifted substantially. 

During each of the war years, 1941, 
1942, and 1943 demand continued to 
rise. Unemployment rates fell sharply; 
gross national product rose during every 
quarter but one; and the Federal Re- 
serve Board’s index of physical produc- 
tion rose above its previous year’s level 
in every industrial area in 1941, in six 
areas in 1942, and in four areas in 
1943. Because of this high demand, 
the rate of return on investment before 
taxes rose in all nine industrial areas as 
well as in total manufacturing in 1941, 
in six industrial areas as well as in all 
manufacturing in 1942, and in seven 
areas as well as all manufacturing in 
1943. In each of these years, however, 
the effective tax rates changed by sub- 
stantial amounts. 

Between 1940 and 1941 the effective 
tax rate rose by nineteen percentage 
points, between 1941 and 1942 by al- 
nost thirteen points, and between 1942 
and 1943 by more than three points. In 
the face of this substantial rise in tax 
rates, the rate of return on investment 
after taxes, the relevant variable, rose 
only in 1941 for total manufacturing. 
In both 1942 and 1943, the rate of re- 
turn after taxes fell for total manufac- 
turing. In spite of the fact that the 
before tax rate of return rose in six 
areas between 1941 and 1942, the after 
tax rate of return in eight industrial 
areas was lower in 1942 than it was in 
1941. In 1943, the rate of return be- 
fore taxes rose in all nine industrial 
areas. However, the rate of return 
after taxes in 1943 fell below its 1942 
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level in six industrial areas. Both 1942 
and 1943 are overwhelmingly incon- 
sistent with the hypothesis that the cor- 
porate income tax is completely passed 
on in the short run. Price controls 
during 1942 and 1943, however, were a 
factor of major importance limiting 
manufacturers’ freedom to attempt to 
pass along tax increases. 

On December 31, 1945, the excess 
profits tax was lifted and in 1946 the 
effective tax rate fell 21 percentage 
points. If the rate of return in 1946 
were equal to or less than it was in 1945, 
this would be consistent with the hy- 
pothesis that the tax cut was completely 
passed on. The rate of return, how- 
ever, rose sharply between 1945 and 
1946 for total manufacturing and for 
all nine industrial areas, evidence incon- 
sistent with the hypothesis that the tax 
is passed on. 

In July, 1950, because of the Korean 
War, the excess profits tax was reim- 
posed; and in 1951 the effective tax 
rate rose eleven percentage points. De- 
mand was high during 1951. Gross 
national product increased and indus- 
trial production expanded in four areas. 
Furthermore, prices increased faster 
than hourly wage rates in almost all in- 
dustrial areas. In spite of these favor- 
able factors, the rate of return on in- 
vestment fell in all nine industrial areas 
and in total manufacturing between 
1950 and 1951. The experience of 
1951 is also inconsistent with the hy- 
pothesis that the corporate income tax is 
completely passed on in the short run. 

The hypothesis that a change in the 
corporate income tax is completely 
passed on in the short run was tested 
in this section. If the rate of return 
were the same or higher both before 
and after a tax rise and the same or 
lower after a tax cut, this was consid- 
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ered consistent with the hypothesis. The 
experience of the past quarter century 
indicates that in fact as well as theory, 
tax rises and tax cuts tend not to be 
completely passed on in the short run. 
A discussion limited to the short run, 
however, is inadequate. Even though 
tax changes appear not to have been 
passed on in the short run, what about 
a longer period of time? What hap- 
pened to the rate of return over this 
entire quarter century? 


The Long Run and Some Observations 
on Institutional Changes 


Figure 1 shows the annual rates of 
return on‘investment for all manufac- 
turing firms producing net income ™* 
plotted for the twenty-five year period 
1927 to 1952. Two characteristics of 
this series are striking. The strong 
cyclical movement is first. Distinct 
troughs are found in 1932, 1938, 1945, 
and 1949. The second and more im- 
portant characteristic of the series for 
the purpose of this study is the com- 
plete absence of a strong trend either 
upward or downward."* Even though 
the effective tax rates have fluctuated 


12 The rates of return were calculated with an 
adjustment for interest as described 
firms excluded from the study undoubtedly had re- 
ported deficits smaller than the amount of their inter- 
Strictly speaking, they should be in- 
cluded in the group under study. 
gives the rates of return some upward bias. 


above. Some 


est payments. 
Failure to do so 


13 The slope of the least squares trend line through 
this series is +0.03. Had a correction for the post- 
war price rise been made, the slope of this line would 
have been lower. The equations of the least squares 
trend lines for the rate of return in each of the nine 
industrial areas are as follows: 

X = O in January, 1940; X = six months. 
Textiles Y= 89+ 0.07X 
Printing “= 103 —0.01X 
Paper 8.6 + 0.10X 
Rubber 9.0 + 0.07X 
Food 9.3 — 0.02X 
Stone r= 93+ 0.01X 
Chemicals ’ = 102+ 0.08X 
Beverages y= 13.2 —0.06X 
Tobacco "= 86—0.19X 
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from about 9 to 63 per cent, and even 
though there is no evidence that the 
corporate income tax is passed on com- 
pletely in the short run, the rate of re- 
turn on investment after taxes has 
fluctuated around an almost level trend 
line over this quarter century. What 
long-run forces were working to bring 
about this result, and what relationship 
is there between these forces and the 
rise in the corporate income tax? To 
answer these questions, the components 
of the rate of return need more care- 
ful analysis. 


The rate of return on investment be- 
fore taxes can be thought of as the 
product of two things, the profit margin 
(the ratio of profits before taxes to 
sales), and the turnover rate( the ratio 
of sales to investment). Algebraically, 
P/I=—=P/S X S/I. These two series as 
well as the rate of return on investment 
for all manufacturing are plotted in 
Figure 2. 

The profit margin ratio follows 
closely the cyclical swings in the rate 
of return. Both ratios hit troughs in 
1938, 1945, and 1949; both reach peaks 
in 1929, 1947, and 1950. In the profit 
margin series, as in the rate of return 
series, no long-run upward trend is 
discernible.** On the other hand, the 
turnover ratio shows a distinct upward 
trend.” 


The slopes of these lines tend to be larger than 
the slope for manufacturing as a whole because 
“special” forces play a larger role in any one in- 
dustry than in manufacturing as a whole. 


14 This study concerns itself only with firms pro- 
ducing net income. The profit margin ratio of both 
profit and deficit firms reveals an upward trend. The 
reason for this upward trend is that a larger per- 
centage of the total sales in an industry in the late 
1920’s were accounted for by loss firms than in the 
1950’s. 


15 The ratios of the profit margin and turnover 
in 1952 to the profit margin and turnover respec- 
(See next page) 
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An analysis of the turnover ratio is 
most significant in attempting to answer 
the question, why did the rise in the 
corporate income tax not lower the rate 
of return in the long run? The turn- 
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over ratio has increased during this 
period for three major reasons. Firs‘, 
technological innovations have per- 
mitted greater output per unit of capi- 
tal. This increased productivity has 


FIGURE 1 
ANNvuAL Rates or Return ON INVESTMENT FOR ALL MANUFACTURING FIRMS 
Propuctne Net Income, 1927 To 1952 


1926 28 30 32 34 36 


tively in 1927 for the industrial areas and all manu- 
facturing are as follows: 


Profit Margin Turnover 


938 1.605 
1.105 1.473 
758 1.539 
1.230 1.807 
1.206 1.696 
341 1.904 
934 1.474 
1.182 1.291 


Tobacco and beverages were not listed sepa- 
rately in 1927. 


All manufacturing .. 
Paper 

Printing 

Stone 

Chemicals 


Rubber 
Textiles 


38 40 


42 44 46. 52 


been fostered by the rapid growth of the 
economy. The high level of corporate 
taxation may have been a contributing 
cause to the concentration of highly 
productive investment by discouraging 
all but the most remunerative types of 
investment, a tendency which will raise 
the average rate of turnover. 

Second, the large increase in capacity 
utilization during World War II and 
the continued high utilization since the 
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war have been partly responsible for the 
increased turnover ratio. Our economy 
has excess capacity built into it to allow 
for seasonal expansion and peak cyclical 
demand. During the war, firms used 
their plants at full capacity, driving the 
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over ratio is an accounting fiction. Sales 
are quoted in current inflated dollars 
while investment is recorded at its his- 
toric cost. Rapid price rises would 
therefore always show an increased turn- 
over ratio. But when prices level off, 


FIGURE 2 
CoMParIsoN OF ANNuAL Rates or ReturN oN INVESTMENT, Prorit Marcins, 
AND TuRNoverR Rates ror ALL MANUFACTURING FIRMs PropucING 
Net INcomeE, 1927 To 1952 
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ratio of sales to investment up. Stand- 
by equipment that was completely de- 
- s 16 
preciated was called back into use. 
Third, part of the rise in the turn- 


16 To the extent that this happened, our invest- 
ment figures, which are balance sheet items, are 
understated. 
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new investment acquired at the new 
price level will gradually cause total in- 
vestment and sales to be quoted at the 
same price level and the turnover ratio 
will return to its previous figure. 

By 1952, a large part of the increase 
in the turnover ratio caused by price 
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level changes had been worked out. 
Both the late 1920’s and early 1950’s 
were periods of high demand and the 
rates of utilization of plant capacity in 
both periods were probably similar. The 
largest part of the change in the turn- 
over ratio from 1927 to 1952 can there- 
fore be attributed to the first reason— 
technological innovations. 

In the absence of a corporate income 
tax, profit margins in a purely com- 
petitive industry in the long run may 
be expected in some cases '‘ to fall as a 
result of technological innovation. in 
these cases, the benefits of the increased 
productivity would be passed on in the 
long run in the form of lower prices 
and higher factor payments. With a 
falling profit margin, the rate of return 
would remain constant only if the turn- 
over ratio rose by an amount which 
would exactly offset the fall in the profit 
margin. However, if a high corporate 
income tax were enacted and if firms 
acted as if taxes were actually costs in 
the long run, these expectations would 
be altered. Even with technological in- 
novation and increased turnover ratios, 
the profit margins before taxes might 
remain constant or even rise slightly 
over time to offset the tax. Profit mar- 
gins after taxes, however, would still 


fall. 


These broad expectations of how 
firms which showed profits would react 
if they considered taxes as a cost in the 


long run '* 


are supported by the em- 

17 Assuming, for example, that the rate of return 
required to bring forth new investment is constant 
over a long period. 


18 Income taxes are becoming generally recognized 
by accountants as expenses. The Committee on Ac- 
counting Procedure of the American Institute of 
Accountants stated: “Income taxes are an expense 
which should be allocated when necessary and prac- 
ticable to income and other accounts, as other ex- 
penses are allocated.”” American Institute of Ac- 
countants, Accounting for Income Taxes, Research 
Bulletin No. 23, A Report Prepared by the Commit- 
tee on Accounting Procedure (New York: American 
Institute of Accountants, December, 1944), p. 183. 
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pirical evidence: technological innova- 
tion has taken place, turnover ratios 
have risen, profit margins before taxes 
have fluctuated around a level trend, 
and profit margins after taxes have 
fallen. 

The rapid increase in aggregate de- 
mand, particularly during the period 
1938 to 1952, has been a favorable 
factor in permitting the rate of return 
on investment to fluctuate around a 
level trend in the face of a rapid rise 
in tax rates. The increased demand 
has fostered technological innovation 
and kept turnover ratios high. It has 
also made it easier for firms to adjust 
their prices and output to the new in- 
stitutional setting of high taxes. 

In summary, the empirical data are 
not consistent with the hypothesis that 
a change in the corporate income tax is 
completely passed on in the short run. 
The evidence is in the other direction, 
consistent with tax theory. In the long 
run, however, the level of taxation has 
had no discernible effect on the rate of 
return on investment as defined in this 
study. This fact is of the utmost im- 
portance. It suggests that studies which 
limit themselves to the effect of taxes 
in a single year are seriously misleading. 
It also suggests that the corporate tax 
has become a part of the long run hori- 
zon of profit-making firms. Unfor- 
tunately, however, tax theory has not 
yet clearly delineated a single empirically 
verifiable process of adjustment which 
can account for a stable rate of return 
in the long run in the face of fluctuat- 
ing and rising corporate income taxes. 
Surely correcting this deficiency is of 
the utmost importance. 


Of five hundred seventy-five companies surveyed 
in 1952 and 1953, one hundred thirty-four reported 
income taxes among their other costs in their pub- 
lished income statements. All of the five hundred 
seventy-five deducted taxes before showing ‘“ Net 
Income.” American Institute of Accountants, Ac- 
counting Trends and Techniques (New York: Amer- 
ican Institute of Accountants, 1953), pp. 199-200. 





FINANCING OF UNEMPLOYMENT, CASH SICKNESS 
AND WORKMEN’S COMPENSATION INSURANCE 


SELMA MUSHKIN AND PHILIP BOOTH * 


NLIKE the old-age and survivors in- 

surance program * unemployment, 
cash sickness and workmen’s compen- 
sation insurance in the United States 
are essentially state programs. Unem- 
ployment insurance, however, operates 
within a framework of federal legisla- 
tion. 

Legislative changes in 1954 and 1955, 
both federal and state, carried the un- 
employment insurance program for- 
ward by increasing both coverage and 
benefits. Congressional action in 1954 
marked the first important step toward 


* Miss Mushkin is an economist in the U. S. Dept. 
of Health, Education and Welfare (Public Health 
Service). Mr. Booth is Chief of the Division of 
Program and Legislation of the Bureau of Employ- 
ment Security (Dept. of Labor). 

Opinions expressed are those of the authors and do 
not necessarily reflect the views of the Departments 
where they are employed. The authors wish to ac- 
knowledge the helpful suggestions of Margaret Dahm 
of the Department of Labor. 


1The present article like the earlier article on 
old-age and survivors insurance published in the 
June 1955 issue of the Journal is adapted from the 
report on the “ Fiscal Status of the Social Insurances 
in the United States” prepared by S. J. Mushkin 
for the 1950 Congress of the International Institute 
of Public Finance. However, fairly extensive 
changes were made in the present article not only 
to reflect statutory and administrative changes and 
new fiscal data but also to present additional ma- 
terials bearing on the fiscal operations of social in- 
surance programs providing protection against the 
current economic risks and employment injuries. 
The term current risks as used here includes haz- 
ards of employment injuries although death and ex- 
tended disability benefits payable under workmen’s 
compensation are long term risks. 


extending unemployment insurance pro- 
tection to excluded groups since the 
original enactment of the Social Secu- 
rity Act. In addition, major changes 
in Federal financing of administrative 
costs were adopted. By state action 
benefit levels were increased in more 
states than in any prior two year period 
in the program’s history. During this 
period, too, substantial improvements 
in state cash sickness and workmen’s 
compensation programs were effected 
through state legislative action. Pri- 
mary emphasis is placed, however, on 


the changes in unemployment insurance 
financing. 


The Congress in 1954 enacted two 
important amendments to the 1935 So- 
cial Security Act, as amended. In the 
first of these, P.L. 767, the following 
changes were made in coverage and 
program financing: 

1. Coverage was extended to firms 
with four or more workers in 20 weeks 
in a year, replacing the earlier provision 
for coverage of employers with eight or 
more workers. This change extended 
protection, effective January 1, 1956, to 
1.4 million workers in 24 states which 
had not already covered firms with as 
few as four workers. Protection was 
also extended as of January 1, 1955 to 
about 2.4 million civilian employees of 
the federal government under the bene- 
fit provisions of the state laws. 
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2. The privilege of installment pay- 
ment of the 0.3 per cent payroll tax 
levied by the Federal Unemployment 
Tax Act was withdrawn. Beginning 
with taxes due on 1955 wages, all em- 
ployers are required to pay this tax in 
full annually. 

3. Federal Unemployment Tax Act 
provisions for additional state tax cred- 
its were amended to allow reduced tax 
rates to new and newly covered em- 
ployers after one year of experience 
with unemployment risk under state 
law (instead of three, as previously re- 
quired by federal law). With the ex- 
tengion of coverage to many small 
firms, newly covered firms may qualify 
for reduced tax rates as much as two 
years earlier than before in states which 
take advantage of this permission. 

The Employment Security Adminis- 
trative Financing Act of 1954, in effect 
earmarked revenue from federal unem- 
ployment taxes in excess of administra- 
tive expenditures for employment secu- 
rity purposes beginning with fiscal year 
1954. The first $200 million of these 
surplus collections were authorized to 
be appropriated to a newly created fed- 
eral unemployment account established 
in the Federal Unemployment Trust 
Fund. This fund is to be used to make 
interest-free advances or loans to states 
with depleted unemployment reserves. 
Further surplus federal unemployment 
tax collections not needed to maintain 
a $200 million balance in the loan fund 
are to be distributed among the states 
in proportion to their taxable wages. 
The amounts thus distributed may be 
used by the states either for payment 
of (1) unemployment insurance bene- 
fits or, (2) under specified conditions, 
for the costs of employment security 
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administration.” If needed, additional 
advances to the loan fund are author- 
ized out of general revenues. 

During the 1955 state legislative ses- 
sions changes were made in unemploy- 
ment insurance laws in all but six states. 
Great advances were made in raising 
weekly benefits and increasing coverage. 

Thirty-two states increased the maxi- 
mum weekly benefits payable by $2- 
$10. Asa result, by the end of 1955, 
32 states in which 70 per cent of all 
covered workers are employed had maxi- 
mum weekly benefits of $30 or more, 
excluding dependents’ allowances. Ten 
states, accounting for 32 per cent of 
covered workers had maximums of $35 
or more. Only six states with 11 per 


cent of covered employees had maxi- 
mums of $25 or less per week. 

In seven states, the number of weeks 
in which benefits are payable in a bene- 
fit year to an unemployed worker was 
increased by two-six weeks and in 


Pennsylvania, benefit duration for all 
eligible claimants was extended to 30 
weeks. As a result, benefits were pay- 
able at the end of 1955 for 26 or more 
weeks in 27 states, states in which al- 
most three out of every four covered 
workers are employed. 

The 1955 state legislative sessions also 
extended coverage. In addition to ex- 
tensions of coverage to firms with four 
or more workers, in line with the 
amended federal law, one state made its 
law applicable to all employers regard- 
less of size, and three other states to em- 
ployers of three or two workers. As a 
result, about 41 million workers were 

2 For a more complete analysis, see G. F. Rohr- 
lich, “Employment Security Administrative Financ- 
ing Act of 1954,” The Labor Market and Employ- 


ment Security, U. §. Department of Labor, July 
1955. 
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covered by the program as of January 
1, 1956. 


Summary of General Characteristics of 
the Programs 


Before turning to a discussion of sev- 
eral specific aspects of financing current 
risk social insurance programs it appears 
desirable to summarize briefly several 
major characteristics of the programs. 

Wide state variations in benefits:— 
Benefit provisions, as to amount, dura- 
tion, eligibility and coverage differ con- 
siderably from state to state. Although 
the Social Security Act of 1935 fixes 
the pattern for a cooperative federal- 
state unemployment insurance program, 
few standards are imposed as federal 
conditions for approval of state laws. 
These standards are designed primarily 
to safeguard unemployment insurance 
reserves and to assure adequate funds 
for financing the programs. States are 
required to deposit their unemployment 
insurance tax collections in a trust fund 
within the U. S. Treasury and with- 
drawals from this fund can be used 
only to pay unemployment benefits. 
States are also required to assure proper 
and effective administration of the pro- 
gram and to pay benefits through pub- 
lic employment offices. The federal 
government assumes responsibility for 
financing the cost of administration of 
the state programs through an un- 
matched federal grant-in-aid. Benefit 
amounts and conditions, coverage, and 
contribution provisions are left for the 
most part to the discretion of the states. 

The nationwide average weekly bene- 
fit paid in 1955 was $25.08; the average 
state payments, however, ranged from 
$17.18 in North Carolina to $33.40 in 
Alaska. The average duration in 1955 
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was 12.5 weeks for the nation as a 
whole with 26.2 per cent of benefit re- 
cipients exhausting their benefit rights 
before finding new jobs. Maximum 
duration varies from 16 weeks in four 
states to 30 weeks in the newly amended 
Pennsylvania law. 

Weekly benefit payments are gen- 
erally computed as a percentage of the 
workers’ wages in the highest quarter 
of earnings in a recent reference or base 
year, and total benefit entitlement as a 
percentage of total earnings in that 
year. Except in the 11 states where 
dependents’ allowances are paid, bene- 
fits are the same for single or married 
workers with the same wage experience. 
While benefits are intended to compen- 
sate for 50 per cent of workers’ wage 
loss, they fall short of this objective. 
Primarily because of statutory maxi- 
mums, the average weekly benefit for 
all states was approximately one-third 
of average weekly wages and ranged 
from 25.6 to 42.0 per cent of wages 
among the states. 

Only four states have adopted cash 
sickness benefit (or temporary disabil- 
ity insurance) programs, the earliest 
having paid benefits since 1943 and the 
latest, since 1950. However, more than 
one-fourth of all workers in the coun- 
try engaged in industry and commerce 
are employed in the four states with 
cash sickness programs. In three of 
these states, the programs are coordi- 
nated with unemployment insurance 
and administered by the same agency. 
In the fourth state, the program is ad- 
ministered by the workmen’s compen- 
sation agency. Benefit provisions are 
generally similar under the two types 
of insurance, but the weekly maxi- 
mums may vary within a state, as 
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shown in the following tabulation, as of 
December 31, 1955: 


TABLE 1 

Strate Casu SicKNess BENEFIT PRoGRAMS 
Unemployment Temporary Dis- 
Compensation ability Insurance 

Maxi- 

mum 

Weekly 

Benefit 

Amount 


Maxi- 
mum 
Weekly 
Benefit 
Amount 


Maxi- 

mum 

Dura- 
tion 


Maxi- 

mum 

dura- 
tion 


California .. $83 26 $40 26 
New Jersey . 35 26 35 26 
New York .. 36 26 33 13 
Rhode Island 30 


26 30 26 


Cash payments in one state, California, 
are supplemented by hospital benefits 
amounting to an allowance of $10 a 
day for a maximum period of 12 days 
in a benefit period. In New York, em- 
ployers receive credits toward standard 
cash sickness benefits for coverage of 
their employees under health insurance 
plans. In addition, railroad employees 
are protected against unemployment 
and sickness under a separate federal 
program which is administered along 
with the federal retirement, invalidity, 
and survivors’ insurance program for 
railroad workers. 

All states now have workmen’s com- 
pensation laws although coverage of 
occupational disabilities and _ illnesses 
varies. Benefit payments under work- 
men’s compensation insurance are in- 
tended generally to compensate for ap- 
proximately three-fifths to two-thirds 
of the wage loss incurred by workers 
but, despite improvements, the maxi- 
mum weekly amounts usually operate 
to prevent workers with average wages 
from receiving the statutory percent- 
A fairly recent study of work- 
men’s compensation benefit rates (for 
temporary-total disability) effective in 


ages. 
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1952 indicates that for the five states 
surveyed these effective rates varied 
from 37.6 to 52.9 per cent of wages 
despite statutory benefits ranging from 
60 to 66.7 per cent. In 1953, six out 
of ten workers covered by workmen’s 
compensation were in states where maxi- 
mums on benefit amounts reduced stat- 
utory benefits to 40.0-49.9 per cent of 
average wages received in the previous 
year. In 1949 maximum weekly bene- 
fits for total disability, including allow- 
ances for dependents, were $25 or more 
under three-fourths of the state laws. 
In 11 of these states the maximum 
benefit was $35 or more and in six 
states the maximum exceeded $40. As 
of 1955, many states had liberalized 
benefits so that approximately 25 states 
provided maximum benefits (including 
allowances for dependents) of $35 a 
week or more and eight provided less 
than $30 a week. Within states, the 
amounts paid vary with earnings levels 
of employees and the nature or type of 


- injury incurred by the individual. Un- 


der state laws and under federal law 
medical benefits are provided along 
with cash payments and account for 
more than a third of the benefits. 
Purchase of insurance from private 
carriers: —While unemployment insur- 
ance is wholly a public program, em- 
ployers in some states may elect to pur- 
chase their cash sickness and workmen’s 
compensation insurance from private 
insurance carriers. In three of the four 
states with cash sickness programs, for 
example, employers may elect to cover 
their workers by purchasing sickness in- 
surance protection for their employees 
from a commercial or other private car- 
rier, or through self insurance rather 
than by contributing to the state fund 
(or in New York by purchasing pro- 
tection from a state-owned carrier). 
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State workmen’s compensation laws 
generally require employers to insure 
the risk either through private insur- 
ance carriers or through state insurance 
funds or to furnish the employment in- 
jury insurance or workmen’s compensa- 
tion authorities with proof of financial 
ability to meet compensation payments 
without insurance. In only seven states 
is workmen’s compensation insurance 
wholly a public function; in 11 others, 
state insurance funds exist but are com- 
petitive with private commercial or 
mutual casualty insurance companies, 
and in the remaining states there is no 
state insurance fund for the general 
risk. Thus private rather than public 
insurance has established itself in the 
United States as the predominant 
method by which the employer insures 
himself against the contingent liability 
of occupational injury or illness of his 
employees. Of the 18 states with a 
state fund all but two adopted them 
prior to 1920, during years when popu- 
lar reaction to employers’ liability in- 
surance was at its height. 

Federal legislation in this, the oldest 
of the programs of social insurance, is 
restricted to provision for government 
employees, for longshoremen and har- 
bor workers, and for privately em- 
ployed workers in Washington, D. C. 
Except in the case of workmen’s com- 
pensation for federal employees, cover- 
age under federal laws is purchased 
from private carriers. 

Financial responsibility of employers 
and employee:—Typically unemploy- 
ment insurance and workmen’s com- 
pensation are financed wholly by em- 
ployers and cash sickness benefits by 
employees. 

The federal act which sets the pat- 
tern of unemployment insurance fi- 
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nancing levies a 3 per cent tax on em- 
ployers in industry and commerce with 
four or more employees (earlier eight 
or more) on wages up to $3,000 a year 
paid to each employee. The basic state 
contribution from which rate varia- 
tions are made is 2.7 per cent—the rate 
required to allow employers maximum 
credit against the federal tax. The 
coverage of the state law is somewhat 
more comprehensive in many states 
than the federal tax. About half the 
states cover firms with fewer than four 
workers, and some cover certain non- 
profit and other services excluded from 
the federal tax. In addition, five states 
have applied their tax in recent years to 
annual wages up to $3,600. 
Unemployment insurance borrowed 
the concept of individual employer re- 
sponsibility from workmen’s compensa- 
tion which assesses employers in pro- 
portion to the estimated accident hazard 
in their industry. Accordingly, state 
unemployment insurance laws provide 
for variations in individual employer 
contribution rates in most cases accord- 
ing to their unemployment benefit ex- 
perience and the level of state unem- 
ployment reserves. A few states use 
other ways of measuring the employer’s 
experience. Employers are permitted 
to take full tax offset of 90 per cent 
against the federal tax despite the lower 
rates at which they contribute under 
these “ experience rating ” provisions. 
The effective nation-wide rate for 
unemployment insurance is estimated at 
1.5 per cent of taxable payrolls of 
which 0.3 per cent is the federal tax 
and the remaining 1.2 per cent is the 
average rate under state laws. This is 
the rate for 1955 on employers’ pay- 
rolls. In addition to the employer tax, 
three states impose contributions on 
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workers for unemployment insurance, 
but the effective rate on employees in 
these states is less than 1/3 of 1 per 
cent. The number of states with such 
assessments has varied over the years, 
but has always been quite small.* Three 
of the states which formerly had em- 
ployee taxes for unemployment insur- 
ance have diverted the tax in whole or 
in part to their cash sickness benefit 
funds. 

The nation-wide average employer 
rate for workmen’s compensation is esti- 
mated at about 1 per cent of payrolls. 
Premium rates vary widely for different 
employers depending upon their indus- 
trial accident experience. Although 
workmen’s compensation benefits are 
generally financed exclusively by em- 
ployers, one state (Oregon) levies a 
small contribution on employees and 
several other western states distinguish 
between the financing of cash benefits 
arfd medical care and require employee 
contributions toward medical care only. 

Each of the states with cash sickness 
programs assesses employees to finance 
the costs. Historically this pattern may 
have been influenced by the diversion 
of employee unemployment insurance 
contributions to the cash sickness bene- 
fit program and the amendment of the 
federal law to authorize withdrawals 
for cash sickness benefits from reserves 
accumulated in the Federal Unemploy- 
ment Trust Fund through these em- 
ployee payments. Under laws of two 
states with cash sickness programs— 
California and Rhode Island—the cost 
of the program is financed by a con- 
tribution payable only by employees, 
while in the other two states employees 


3 Since 1936, employee contributions for unem- 
ployment insurance have been imposed and _ later 
abolished in California, Indiana, Kentucky, Louisiana, 
Massachusetts, New Hampshire and Rhode Island. 
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finance a part of the costs of the pro- 
gram. The 1 per cent employee con- 
tributions formerly paid for unemploy- 
ment insurance purposes in California 
and Rhode Island were reassessed for 
cash sickness purposes. In New Jersey 
employee contributions are divided so 
that a 0.5 per cent levy is used for tem- 
porary disability and a 0.25 per cent 
levy is applied to unemployment insur- 
ance benefits. Employers contribute 
toward financing the New Jersey sys- 
tem; if they elect state plan coverage 
they pay a basic premium of 0.25 per 
cent which may be graded upward to 
0.75 per cent or downward to 0.1 per 
cent by their experience rating under 
the program and the balance in the 
fund. Contributions in New York are 
determined for each employer’s estab- 
lishment in accordance with the car- 
rier’s premium rates which take account 
of such factors as employee’s wages, 
age, sex, type of employment, and other 
characteristics of the specific risk. Em- 
ployees, however, may be charged an 
amount up to 0.5 per cent of their 
wages or a maximum of 30 cents 
weekly to finance the cost of premiums 
paid for cash sickness benefits. Em- 
ployers in New York pay any addi- 
tional costs of statutory benefits.* 


Supplementation of payments through 
private programs:—Private health, wel- 
fare, and pension plans have reached 
such proportions that protection and fi- 
nancing of these plans have to be taken 
into account in any review of public 
social insurance programs. While some 
of these private plans go back many 
years, it was not until the mid-forties 
that labor unions actively sought this 


* Railroad unemployment and cash sickness bene- 
fits as a combined program are financed exclusively 
by an employer tax of 1.5 per cent of wages up to 
$350 per month basic rate. 
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protection through collective bargain- 
ing. High corporate tax rates especially 
under the excess profits tax statute, and 
exclusion of fringe benefits from wage 
controls gave added encouragement to 
growth of private plans financed in 
whole or in part by employers. Today, 
private employer contributions toward 
health, welfare, and pension plans are 
larger than employer contributions to- 
ward social insurance programs. Pri- 
vate reserves accumulated, especially in 
financing pension programs, now about 
equal the social insurance reserves under 
public programs. While employers in 
industries covered under the compul- 
sory social insurance programs are con- 
tributing about 2.5 per cent of taxable 
payrolls for current risk programs and 
2.0 per cent for old age and survivors 
insurance, in some mass production in- 
dustries in which fringe benefits have 
been successfully negotiated the costs of 
these fringe benefits amount to a com- 
bined charge on payrolls of covered 
workers larger than 4.5 per cent. The 
combined programs—public and_pri- 
vate—are each year diverting a large 
and increasing amount of current in- 
come into saving. 

Supplementary industrial plans have 
grown rapidly during the past decade. 
As of 1954 it is estimated that about 
$5.1 billion was paid by employers for 
private plans as compared with $0.7 
billion in 1944 and $2.0 billion in 1949. 
While a large share of the $5.1 billion 
goes for pensions and long-term eco- 
nomic risks rather than the current risk 
programs, the latter type of protection 
is in a sense more significant as far as 
the development of public programs is 
concerned. 

Patterns of benefit supplementation 
have been developed for retirement an- 
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nuities; however, the interrelationships 
of private and public plans in the cur- 
rent risk programs have not been 
worked out as fully. While supple- 
mentation of workmen’s compensation 
was one of the dramatized postwar is- 
sues in collective bargaining for fringe 
benefits, there has been little expansion 
in this program. Moreover, sickness 
and medical care insurance through 
group plans is meeting additional eco- 
nomic needs which have not been met 
by public programs. Any future pub- 
lic programs are likely to be affected 
markedly by the scale of private pro- 
tection available and the rate of growth 
of such coverage. 

In a recent survey of 3,100 firms em- 
ploying 6.8 million employees the Na- 
tional Industrial Conference Board 


found that 85 per cent of hourly 
workers and 75 per cent of salaried 
workers were covered under group ac- 


cident and sickness insurance and all 
but 2 or 3 per cent were covered for 
basic hospitalization insurance. The 
companies surveyed were financing the 
entire cost of group accident and sick- 
ness insurance for almost four out of 
each ten workers while for over five of 
each ten the plans were financed jointly 
by employers and employees. In the 
case of hospitalization insurance, em- 
ployers financed the entire cost for 
more than one-third of the employees 
and participated in the financing of 
protection for nearly an additional one- 
half of the employees. 

In addition, during 1955 collectively 
bargained plans were adopted for pri- 
vate supplementation of the unemploy- 
ment insurance protection of slightly 
over a million workers. The great ma- 
jority of these are in the automobile 
and parts industries, although the plans 
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have spread to other industries as well, 
and in all cases, the plans are financed 
exclusively by the employer. With few 
exceptions, the plans supplement weekly 
benefits under unemployment insurance 
up to a combined total of 60-65 per 
cent of wages for a maximum of 26 
weeks, 

Period of reserve accumulation ended: 
—By and large, no significant annual re- 
serve accumulation under public cur- 
rent risk programs is to be expected for 
the future. The financing of these 
programs is now characterized by an 
approximate balance of income and 
outgo, with small additions to reserves 
in a period of high level economic ac- 
tivity. The comparative amounts of 
income and outgo for 1954 are pre- 
sented in Table 2, together with a com- 
parison of these amounts with national 
income account aggregates. 


Fiscal Policies 


The preceding introductory discus- 
sion has described the kinds of short- 
term insurance protection afforded by 
existing legislation, and has given some 
indication of the magnitude of these 


programs. In the following pages, we 
will cover a number of fiscal problems 
including variations in tax rates, the 
relation of reserves to benefit liabilities, 
banking and investment practices, the 
budgetary treatment of these funds, 
and their management in relation to the 
business cycle. 


How Do Employer Tax Rates Vary by 
Industry and by State? 


Unemployment insurance did not de- 
velop in this country until federal ac- 
tion was taken by the Congress, al- 
though one state had adopted a law and 
several other states were considering 
similar action while the Social Security 
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Act of 1935 was in process of formula- 
tion and enactment. The principal ob- 
stacle to earlier state action was the fear 
that employers paying taxes in states 
which adopted such laws would be at a 
competitive disadvantage with em- 
ployers in states where such taxes were 
not required. The uniform federal tax 
applied to employers in all states did 
away with this obstacle. 

The federal tax nevertheless provided 
an opening through which interstate 
differences in tax burden have devel- 
oped. The federal act permitted ex- 
perience rating reduction of the tax 
rates for employers with favorable un- 
employment experience by giving em- 
ployers credit against the federal tax 
not only for the taxes they actually 
paid under an approved state law, but 
also for the taxes they were excused 
from paying under experience-rating 
plans. Many state laws permit em- 
ployers, in addition, to make voluntary 
contributions which are credited to 
their experience rating accounts. Fre- 
quently a small voluntary contribution 
may enable the employer to qualify for 
a lower compulsory tax rate. 

Most of the original state 
pooled funds, in which the 
tions of all employers were 
gled. A few state laws, however, 
credited contributions to a separate ac- 
count for each employer, from which 
in turn benefits were paid to his former 
workers. The federal act requires more 
substantial reserves as a condition for 
experience-rating reduction under laws 
of the latter type than with a pooled 
fund. Over the course of time, as the 
level of employers’ tax rates was re- 
duced in state after state through ex- 
perience rating, all states except one 
have shifted from the reserve type law 
to a pooled fund. 


laws had 
contribu- 
intermin- 
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Equally significant is the fact that 
differences in industrial patterns, in em- 
ployment and unemployment levels, in 
levels of benefits payable, and in allow- 
able tax reductions have resulted in 
marked differences in average tax rates 
among the states. 

In 15 states, the state average tax 
rate was below 1 per cent of payrolls in 
each of the four years, 1952-1955.” In 


rate was 1.5 to 2.0 per cent in all four 
years. For the most part, the states 
with uniformly low average rates are 
those characterized by diversified in- 
dustries, or by little manufacturing, or 
by other factors which made it possible 
to avoid heavy industrial unemploy- 
ment during the 1949 and 1954 re- 
cessions. 

The level of employers’ tax rates 


TABLE 2 


CONTRIBUTIONS AND BENEFITS UNDER SHortT-TERM 


Soclal 


Contributions 1 


Amounts 


(in millions) national income 


Total 
Unemployment insurance 
State programs ® 
Railroad employee program 


$3,004 


Cash sickness insurance 

State programs 

Railroad employee program? .. 
Workmen’s compensation 

State programs ® 

Federal employee programs ... 


INSURANCE *PROGRAMS, 


Risk 
1954 


Benefits 
Per cent of Amounts Per cent of 
(in millions) personal income 


1.002% 1.131% 
468 2,172 755 
459 2,015 701 
009 157 055 
021 $ 111 039 
021 62 022 

ms 49 017 

514 $ 9695 337 
501 929 323 
013 40 014 


$3,252 


1 Contributions shown represent contributions of insured persons and their employers; the 
amounts represent the contributions on wages paid during the calender vear 1954 and not the 


amount of collections received during the year. 


2 Excludes administrative costs. 


3 Includes Federal Unemployment Tax Act Collections. 


*Included in unemployment insurance contributions for railroad employees. 
5 Includes a rough estimate of employer liability for railroad and maritime workers. 
6 Estimated total includes cost of self-insured plans. 


Souree: U 


contrast the average tax rate was 2 per 
cent or above in only two states ° dur- 
ing these four years, and in a third 
state, in three of the years.’ In an ad- 
ditional eight states,* the average tax 

5 Colorado, Delaware, District of Columbia, Flor- 
ida, Hawaii, Indiana, Iowa, Maryland, Minnesota, 


Missouri, Nebraska, South Dakota, Texas, Virginia, 
and Wisconsin. 


6 Alaska, Rhode Island. 
7 Massachusetts. 


8 Idaho, Kentucky, Nevada, New Hampshire, New 
Jersey, North Dakota, New York and Washington. 


. S. Department of Commerce, Office of Business Economics. 


generally appears to vary with the regu- 
larity of employment which character- 


izes their industry as a whole. For 
example, construction, mining, and ap- 
parel manufacturing firms generally 
pay taxes at higher rates than banks, 
department stores, and public utilities. 
Rates also vary with state rating pro- 
visions and reserves. For example, in 
South Dakota and Colorado 88 and 99 
per cent respectively of all employers 
eligible for rate reduction qualified in 
1954 for the minimum rate of zero. 
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Analysis of estimated average tax 
rates by industry for 1954 shows a 
significant variation among industry 
groups.” Employers in finance and 
transportation paid contributions, on 
the average, at half the rates assigned 
to those in construction, as may be seen 
in Table 3. 

In addition, tax rates vary within the 
same industry among the states. The 
following table indicates, for example, 
that the construction industry’s average 


TABLE 3 
VARIATION IN EMpLoyerR TAx Rate 
AMONG INDUSTRIES 





Estimated Aver- 
age Assigned 
Employer Tax 
Rate (1954) 


Industry Division 


All industries combined 
(rated accounts) 
Mining 
Contract construction 
Manufacturing 
Transportation, communication, 
and other public utilities .. 
Wholesale and retail trade ... 
Finance, insurance and 
real estate .< 
Service industries ............ 
Miscellaneous 


rate was above 1.86 per cent in 23 
states. In contrast the transportation, 
trade and finance divisions did not have 
an average rate higher than 1.85 per 
cent in any state. In fact, transporta- 
tion and finance had an average rate of 
less than 1 per cent in 30 or more states. 

Over the years the federal tax credit 
provisions have produced interindustry 
and interstate tax differentials. Addi- 
tional study of the tax differentials for 
industry subdivisions is needed to deter- 
mine the interstate. differences among 


9 For a more comprehensive analysis, see “ Review 
of Experience Rating—1954” Labor Market and 
Employment Security, U. S$. Department of Labor, 
April 1955, pp. 19-28. 
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firms in direct competition. Market 
and production conditions in some in- 
dustries are such that competition across 
state lines is not typical, and in others, 
industrial production is highly concen- 
trated in particular states. 

Rate differentials have posed a num- 
ber of problems in the application of 
this incentive taxation to the risk of 
unemployment—a risk which grows out 
of economic conditions without regard 
to state boundaries. More difficult, 


TABLE 4 


VARIATION IN EMpLoyer Tax Rates AMONG 
States, By INDUSTRIES 


Assigned Average Tax 
Rate, 1954 


0.96%- 
1.85% 


0.95% 
or less 


Industry 


Number of States 


Mining 1} 21 
Construction 4 
Manufacturing 21 
Transportation 34 
Trade 26 
Finance 31 
Service 21 
Miscellaneous 


1No mining in D. C 


however, are the problems of tax im- 
pact on benefit levels as an obstacle to 
needed improvements. 

Premium payments for workmen’s 
compensation also vary widely from 
state to state and within states depend- 
ing upon the occupational hazards cov- 
ered and individual employer’s experi- 
ence. In a recent study, data were 
compiled on average earned premium 
costs to employers for 1949.*” These 
data show for the 42 jurisdictions cov- 
ered a range from 0.72 per cent of pay- 


10 Herman Miles Somers and Anne Ramsay Somers, 
Workmen’s Compensation, Prevention, Insurance, and 
Rehabilitation of Occupational Disability, New York, 
John Wiley and Sons, Inc. 1954. 
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roll in Georgia to 2.59 per cent in Ari- 
zona. Earned premiums averaged more 
than 2 per cent in four jurisdictions 
which included (in addition to Ari- 
zona) Alaska, Oklahoma and Louisiana. 
In 16 jurisdictions average rates are 
under 1 per cent. In some part these 
differences are attributable to variations 
in state benefit provisions. They also 
reflect the differences in industrial com- 
position in the states and rates for dif- 
ferent occupations. “In general, the 
most expensive jurisdictions are in the 
West and Southwest, where extractive 
and other hazardous occupations pre- 
vail and where there is a small propor- 
tion of clerical and trade occupations to 
lower the state average.” ™ 

Basic rate variations for the different 
occupations are suggested by a compari- 
son of the rates within a state with a 
fairly liberal law. For certain types of 
iron and steel erection in the construc- 
tion industry, for example, rates are in 


the neighborhood of 20 per cent. In 
contrast in large retail trade outlets the 
rates are in the neighborhood of 0.5 
per cent. 


Are the Current Social Insurance Pro- 
grams Incorporated in the Regular 
Budget or Are They Handled through 


an Autonomous Budget? 


Social insurance finances in general 
are kept separate from the regular fed- 
eral and state budgets. Federal budget- 
ary data generally omit transactions of 
the social insurance programs so that 
figures usually cited on federal tax col- 
lections and federal expenditures in the 
United States are exclusive of amounts 
deposited in or withdrawn from the so- 
cial insurance trust funds. 

Unemployment Insurance—Contri- 
butions collected by the states under 


11 Pbid., p. 116. 
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their unemployment insurance laws are 
deposited in the Federal Unemployment 
Trust Fund to the credit of each state’s 
account. Withdrawals by the states for 
benefit payments are made from these 
state accounts. Contributions collected 
under the Railroad Unemployment In- 
surance Act similarly are deposited in 
the Federal Unemployment Trust Fund 
to the account of the railroad unem- 
ployment insurance system, and unem- 
ployment and sickness insurance bene- 
fits to railroad employees are paid out 
of this account. On the other hand, 
federal receipts under the Federal Un- 
employment Tax Act, which represent 
the amount of this tax not offset by a 
credit for contributions paid under ap- 
proved state unemployment insurance 
laws, are included in regular federal 
budgetary receipts. Federal grants to 
the states for administration of their 
unemployment insurance systems are 
regarded as a charge against these re- 
ceipts, and expenses for these grants are 
included in regular federal budget ex- 
penses. For example, the 1957 budget 
includes an expenditure item for grants 
to states for administration of $265 
million and $81 million for payment to 
the Federal Unemployment Trust Fund. 
It is estimated that $47.6 million of this 
payment will be used to complete the 
reserve of $200 million for loans to 
states and about $33.4 million has been 
made available for credit to the accounts 
of the states as provided by the 1954 
amendments. In addition, amounts 
paid to the states for unemployment 
benefits to federal employees and vet- 
erans are financed from general reve- 
nues and appear as administrative 
budget expenditure items. 

Under the federal railroad unem- 
ployment insurance law an amount 
equal to 0.2 per cent of payrolls is ear- 
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marked for administrative expenses of 
this program. Transfers of excess 
amounts from this administrative fund 
to the benefit payment account in the 
Federal Unemployment Trust Fund are 
authorized by statute. 

For the most part, neither state un- 
employment insurance contributions nor 
state unemployment benefits are in- 
cluded in the regular budgets of the 
states. In many states, however, ad- 
ministrative expenses for the system are 
included in budgetary expenses, and 
federal grants to the states to meet these 
expenses are included in budgetary re- 
ceipts. ; 

Cash Sickness and Workmen’s Com- 
pensation—Similarly, amounts collected 
for cash sickness benefits and for em- 
ployment injury insurance are usually 
not included in the regular state budg- 
ets, and expenditures also are excluded 
except for administrative expenses of 
state funds. These administrative ex- 
penses come either from special taxes, 
or from direct assessments for the pur- 
pose; general revenues are usually not 
spent for this purpose. 

Premiums paid to state funds for 
workmen’s compensation and_ benefit 
payments from these funds are also 
kept sebarate from general budgeted 
funds as separate trust fund transac- 
tions. In Washington State, however, 
funds are appropriated from general 
revenues to finance supplementary bene- 
fits for survivors whose benefits were 
determined before 1947. State statutes 
and practices regarding administrative 
expenses for workmen’s compensation 
programs differ widely. In some state 
funds costs of administration are fi- 
nanced from premiums on employers; 
in others the necessary funds are appro- 
priated and paid out of general tax rev- 


enues. Less than $6 million was ap- 
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propriated for 1951 by the states out of 
general revenues to finance administra- 
tive expenses of workmen’s compensa- 
tion programs. 

The cost of the employees compensa- 
tion program for federal employees is 
reflected in the federal administrative 
budget in part as an expenditure of the 
Department of Labor for the adminis- 
tration of the accident compensation 
program and in part as an expenditure 
of the Public Health Service for medi- 
cal care for injured federal employees. 
The other federally administered work- 
men’s compensation program '*—that 
for longshoremen and harbor workers 
—is financed on a trust fund basis with 
income and disbursements kept separate 
from the administrative budget, except 
that medical services are furnished by 
the Public Health Service. 

That part of the social insurances 
reflected in the Federal Budget of the 
President for the fiscal year ending 
June 30, 1956 represents about 0.5 
per cent of federal budget receipts and 
expenditures. 


What Banking Arrangements Are Made 
for Unemployment Insurance Funds? 


A primary problem under a federal- 
state program in which the federal gov- 
ernment essentially acts as an invest- 
ment banker for the states is finding 
ways to reduce the flow of funds be- 
tween the states and the federal treas- 
ury. Present arrangements tend to re- 
tain funds collected from employers 
within the federal reserve banking dis- 
trict where the money is collected. Pay- 
ments made to the state employment 
security agencies are typically deposited 
in a commercial bank by that agency, 
although in some states the deposits are 
made with the state treasurer as custo- 


12 Not including District of Columbia workmen’s 
compensation system. 
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dian of these funds. Checks so de- 
posited are part of the clearing accounts 
of the state agencies. The commercial 
bank '* makes payments by check to the 
Federal Reserve District Bank for credit 
to the United States Treasury General 
Account. A certificate of deposit is 
mailed by the Federal Reserve Bank to 
the U. S. Treasury for deposit to the 
account of the state agency in the Fed- 
eral Unemployment Trust Fund. 

On the payment side, when amounts 
are needed by the states for benefit pay- 
ments, withdrawals are made from the 
state account in the Federal Unemploy- 
ment Trust Fund. These withdrawals 
are credited to the benefit payment ac- 
counts maintained by the states and are 
deposited typically in a single bank 
within the state (but frequently not 
the same bank holding the clearing ac- 
count). Treasurers checks are issued 
tc the state agency and are deposited 
in the bank holding the benefit pay- 
ment account. These checks come back 
for payment to the Federal Reserve 
Banks in each District. Amounts trans- 
ferred to the commercial banks holding 
the state benefit payment account are 
drawn from general United States 
Treasury Deposits. Transfers of funds 
between regions therefore occur only 
when general Treasury disbursements 
for all purposes are less than Treasury 
deposits needed to meet Treasury checks 
drawn. 

Another aspect of the banking ar- 
rangements is related to the general con- 
cern regarding security and safety of 
unemployment insurance reserves. In 
1939 the Treasury and the Social Secur- 
ity Board developed policies and stand- 
ards for safeguarding and holding state 
unemployment compensation and ad- 


13 In some few states more than one bank is desig- 


nated. 
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ministrative funds. Among _ others, 
these joint policies concerned banking 
arrangements, compensation of banks 
for services provided, and policies with 
respect to the frequency and amount of 
transfers to and withdrawals from the 
state accounts in the Federal Unemploy- 
ment Trust Fund. A large number of 
benefit checks necessarily is involved in 
the unemployment insurance programs. 
In the fiscal year 1940 unemployment 
benefit payments to individuals alone 
involved the issuance of approximately 
46 million checks; satisfactory arrange- 
ments therefore had to be developed to 
compensate banks for their services.” 
During 1939 an arrangement was 
worked out for the maintenance of 
balances of general Treasury funds with 
depositories of public monies designated 
by the Secretary of the Treasury in 
states in which it was considered neces- 
sary to provide banking and depository 
facilities for handling benefit payment 
accounts under the state programs. In 
the following year, similar banking ar- 
rangements were extended to provide 
facilities for the handling of the state 
clearing accounts. In establishing these 
banking arrangements, one major prob- 
lem was occasioned by the need to avoid 
mingling funds for unemployment 
compensation and administration with 
the general funds of the states. One 
objective of the Social Security Board 
was to obtain separate accounts for these 
funds in depository banks. 

In general two types of arrangements 
are used in the states. In one, state 
treasurers are custodians of unemploy- 
ment insurance accounts as well as of 
other state funds. Public depositories 
are used for these funds as well as for 
other state monies. In the second ar- 
rangement, the funds do not flow 


14In 1954 approximately 80 million checks were 
written for the same purpose. 
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through the state treasurers but go 
from the employment security agency 
to designated public depositories. Over 
30 state laws designate the state treas- 
urer (or another central State fiscal 
agency) as custodian of the unemploy- 
ment insurance fund. In others the 
director of the employment security 
agency is empowered to designate a 
treasurer or custodian. 


What Are the Nature and Character- 
istics of the Reserves in Relation to 
Benefit Liabilities? 


A distinct funding arrangement is 
characteristic of each of the social in- 
surance programs. Reserve financing 
supports and underscores the self-suffi- 
ciency of the financial structure of the 
social insurance programs. Individual 
states are responsible for maintaining 
adequate reserves in terms of the statu- 
tory rates of benefits and contributions 
under programs meeting short-term 
risks. 

Solvency of these programs—unem- 
ployment insurance, cash sickness in- 
surance, and workmen’s compensation— 
necessitates setting aside contingency 
reserves so that benefit costs can be met 
in periods of declining employment 
when contributions based on payrolls 
decline. The need for such a contin- 
gency reserve is particularly great in 
the unemployment insurance program, 
since unemployment benefits tend to 
rise sharply at the same time that pay- 
roll tax collections decline. 


Unemployment insurance reserves 


Despite the almost two decades of 
operation under unemployment insur- 
ance, the concept of fund solvency is 
essentially still in the process of for- 


mulation. While from the start the 
principle of balancing income and out- 


NATIONAL TAX JOURNAL 


[ Vor. IX 


go over a cyclical period has been gener- 
ally accepted, so that tax rates can be 
maintained over good years and bad 
years alike without changes in benefits, 
the concept of the proper period over 
which the balance should occur has 
varied. Actuarial estimates prepared 
in the mid-thirties as a guide to states 
in the development of their programs 
were essentially based on piecing to- 
gether such economic statistics as were 
then available for the period 1922-1933. 

These estimates indicated that if an 
unemployment compensation system for 
the entire country had been set up in 
1922 with a 3 per cent payroll contri- 
bution, 50 per cent benefit payments for 
total unemployment, a waiting period 
of four weeks within any year, and a 
maximum of 12 weeks of standard 
benefits within any year, it would have 
remained solvent and paid benefits in 
full until the end of 1933. In the first 
years state programs were formulated 
with cautiously conservative benefit 
duration and waiting periods. Estab- 
lished benchmarks were the 3 per cent 
federal contribution rate and benefits 
geared to 50 per cent of average 
earnings. 

As a condition for employer tax 
credit approval and as a condition of 
eligibility for administrative grants, the 
Social Security Act required an initial 
accumulation of contributions for a 
two-year period before the payment of 
benefits. For some states, benefits first 
became payable in 1938, in others the 
first date of payment was January or 
July 1939. By 1940 the Social Secu- 
rity Board wrote in its Annual Report 
to the Congress: “The benefit schedules 
proposed when federal social security 
legislation was first under consideration 
were necessarily conservative, since in- 
formation on employment and unem- 
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‘ 
ployment in the United States was frag- 
mentary and it was not known what 
levels of payments could be financed by 
the proposed rates of contributions. 
Provisions now incorporated in state 
laws reflect, in general, these prelimi- 
nary schedules . . . it seems clear both 
that present funds are sufficient in many 
states to warrant more nearly adequate 
payments to unemployed workers and 
that the present benefits in many in- 
stances are inaedquate in amount or 
duration to fufill the objectives of the 
program.” ‘The sharp decline in busi- 
ness conditions in 1938 found most 
states paying benefits out of contribu- 
tions currently collected; only a few 
dipped into reserves. 

These early years were followed by 
the wartime rise in employment and re- 
duction in benefit loads, further adding 
to a backlog of reserve accumulations. 
While states reduced their contribution 
rates, some so low that current collec- 


tions were patently insufficient to cover 
benefit payments if business conditions 
deteriorated, reserves in many others 
were far in excess of cyclical require- 


ments. Financial planning for unem- 
ployment insurance entered a new 
phase in which accumulated reserves 
and the interest earned on these reserves 
necessarily had to be taken into account. 

Increasingly, there came to be wide- 
spread recognition of the need for in- 
dividual state analyses of the financial 
structure of the unemployment insur- 
ance program and of the changes pos- 
sible both in contributions and benefit 
structures in the light of reserves avail- 
able. By the end of 1955 some 36 
state employment security agencies had 
completed and published studies of 
benefit financing and eight additional 
studies were in process. One of these 
studies, that made by Professor Haber 
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of the University of Michigan for the 
Michigan Employment Security Com- 
mission, concludes, in terms of the 
special characteristics of the industrial 
economy of Michigan with its concen- 
tration on automotive production: 
“While there are no mathematically 
precise criteria which enable us to deter- 
mine what is an adequate reserve, actu- 
arial considerations suggest that the re- 
serve should be equivalent to about four 
years of average expenditures.” 

Many state laws contain provisions 
for meeting the contingency of fund 
insolvency. Twenty-seven laws require 
the state agency to inform the governor 
and the legislature whenever the state 
officials believe a change in contribution 
or benefit rates will become necessary to 
protect the solvency of the fund. Some 
state laws provide for specific action re- 
garding reduction in benefits if funds 
fall below a specified amount or ratio. 
Among these steps are reduction in 
benefit amounts or duration or length- 
ening the waiting periods. An even 
larger number of states make contribu- 
tion rate reductions contingent upon 
“solvency ” requirements. Frequently 
the standards of solvency for rate re- 
duction have been modified, however, 
to keep contribution rates low. 

Adoption of experience rating pro- 
visions, emphasis on the maintenance of 
reserves, interstate tax competion, as 
well as adjustment of benefits from the 
earlier conservative statutory provisions 
have complicated the application of 
rational guides to solvency. 

The continued nation-wide pressure 
for downward revision of contribution 
rates coupled with the benefit changes 
designed to restore benefits to approxi- 
mately 50 per cent of average earnings 
suggests the evolution of a long-term 
relationship of income and outgo under 
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the unemployment insurance program billion, representing about 3.6 times the 
at a high level of employment. At the highest annual benefit payments since 
end of 1955, state unemployment in- 1947, and almost 7 times current con- 
surance reserves amounted to $8.3 tributions (Table 5). While benefits 
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SELECTED UNEMPLOYMENT INSURANCE Frnanciat Data, 1955 
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Interest ! 1947-55 2 1947-55 3 
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1 Interest earnings on reserve accumulated. 
2Includes State tax rate only; does not include Federal Unemployment Tax. 
3 Represents average benefit costs for the period 1947-55 as a per cent of taxable payrolls. 
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Reserves 
Jan. 1, 1955 
(in millions) 


State and Region 


Northwest 
Colorado 
Idaho 
Kansas 
Montana 
Nebraska 
North Dakota 
South Dakota 
Utah 


Washington 

Outside Continental U.S. ..... 
Alaska 
Hawaii 


paid out for the-nation as a whole in 
1955 amounted to $1.12 for each dollar 
of contributions, interest earnings were 
sufficient to make up the difference be- 
tween benefits and collections. The re- 
serves, however, as indicated earlier, are 
in separate state accounts and in the ac- 
count for the railroad unemployment 
insurance program. The relative size of 
reserves in these individual accounts 
varies considerably, ranging from one- 
half the highest annual cost rate in 
Alaska’ to 12.3 times of the highest 
annual cost rate in Texas, for the period 
1947-1955. 

In all, during 1955, a year of rela- 


'5 During 1954 for the first time since the pro- 
started, a jurisdiction depleted its reserves. 
Alaska when confronted with benefit outlays in ex- 
cess of funds available suspended benefits tempo- 
rarily, appropriated funds from general revenues to 
meet benefit obligations and later drew upon the 
newly created federal loan fund to meet its obliga- 
By the end of 1955 Alaska had increased its 
contribution wages base to $3,600, its contribution 
rates on employers to 2.7 per cent, enacted an em- 
ployee contribution of 0.5 per cent of taxable pay- 
roll, and built up a reserve equal to one-half its 
highest average annual cost rate during the period 
1947-1955. 
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tively low unemployment, some 36 
states paid out benefits in excess of con- 
tributions. The highest rates of ex- 
penditure in relation to contributions 
were in Alaska, West Virginia, Ver- 
mont, the District of Columbia, North 
Dakota, and Wyoming. These states 
expended $1.50 or more for each dollar 
collected. In 16 of the 36 states with 
payments in excess of collections, how- 
ever, interest earnings on funds accu- 
mulated were sufficient to meet the 
deficit so that reserves were drawn upon 
only in the remaining 20 states. 

With employment and payrolls con- 
tinuing to be as favorable as in 1955, 
most states should be able to finance 
future benefit liabilities (even under the 
higher benefit schedules adopted in 
1955) with tax rates remaining fairly 
stable. Some states are planning to 
utilize a portion of their reserves for 
current benefit financing, as a result 
of studies indicating that somewhat 
lower reserve levels would provide suffi- 
cient protection to ensure against in- 
solvency. 
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Cash sickness 


While the pattern of reserve financ- 
ing followed in the three states with 
state funds is similar to that of un- 


employment insurance in setting up a 


contingency reserve, the amounts of 
reserve deemed necessary for cash sick- 
ness benefits are far smaller than that 
for unemployment insurance. In a 
1953 publication by the Bureau of 
Employment Security entitled “ Tem- 
porary Disability Insurance—Problems 
in Formulating a Program Adminis- 
tered by a State Employment Security 
Agency ” it is indicated that “ the tem- 
porary disability insurance claim load 
will be more stable than the unemploy- 
ment insurance claim load over a busi- 
ness cycle. Thus, about six months’ 
contributions should be an adequate re- 
serve.” In California funds available 
for benefits as of December 1954 
amounted to $136 million or about 3-4 


times benefits paid during the year. 
The California reserve was exclusive of 
workers’ contributions held in the Fed- 
eral Unemployment Trust Fund and 
available for disability insurance pur- 


poses ($103 million). In New Jersey, 
reserves accumulated as of the end of 
December 1954 were more than ten 
times the benefit outlays during the year. 
In Rhode Island, reserves amounted 
to 5% times the annual benefit outlays. 


Workmen’s compensation insurance 


State fund reserves for workmen’s 
compensation amount to over $800 mil- 
lion or about four times the annual 
workmen’s compensation benefits paid 
from these funds. The largest part of 
workmen’s compensation, however, is 
written by private carriers with reserve 
requirements regulated by the state in- 
surance agencies. The actuarial basis 
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for reserve determination is based on 
perhaps a more detailed analysis of ex- 
perience than is the case for other lines 
of insurance. Generally, the necessary 
reserves of carriers are determined from 
an actuarial formula related to a per- 
cent of overall losses, or to a summation 
of the computed benefit liabilities for 
each workmen’s compensation case, 
whichever is the larger of the two bases. 
In determining the computed benefit 
liabilities account is taken of the type 
of claim, permanent or temporary dis- 
ability or survivorship, and the extent 
of the injury as well as the benefit pay- 
ment rate. Premium rates are related 
indirectly to reserve requirements. Rates 
are based on detailed analysis of claims 
experience adjusted for state compen- 
sation provisions to determine an over- 
all state-wide premium with differen- 
tials established for industries and occu- 
pations, according to nature and severity 


of hazards. 


How Are the Social Insurance Funds 
Invested? 


Investment of state funds for work- 
men’s compensation and cash sickness 
benefits is governed by a variety of 
state constitutional or statutory pro- 
visions. In many states the manage- 
ment of these funds is considered a 
function of the state treasurer and is 
governed by legal provisions control- 
ling the handling of state monies held 
in trust by the treasurer’s office. State 
provisions for investment and manage- 
ment of unemployment insurance funds 
must be in conformity with the Social 
Security Act’s requirements for admin- 
istrative grants and employer tax 
credits. Thus, states are required to 
pay all monies received in the unem- 
ployment fund of the state (except for 
contribution refunds) immediately upon 
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receipt, to the Secretary of the Treas- 
ury for crediting to the state’s account 
in the Federal Unemployment Trust 
Fund. The Social Security Act further 
provides that the Federal Unemploy- 
ment Trust Fund shall be invested as a 
single fund with interest earnings 
credited proportionately at the end of 
each quarter to the separate state 
accounts, the railroad unemployment 
insurance account and the federal un- 
employment account, on the basis of 
average daily balances in each of the 
accounts. 

The trust fund provisions were care- 
fully developed with monetary and 
credit controls and purchasing power 
effects in mind. Through the national 
holding of the fund in the Treasury, 
the investment of amounts deposited as 
a single fund and the authorization for 
investment in special obligations, the 
Federal Unemployment Trust Fund 


provisions sought clearly to prevent 


funds accumulated from unduly stimu- 
lating the investment market in a 
period of prosperity and from depress- 
ing the market in a period of invest- 
ment liquidation. 

The objective of investment of the 
funds in such a way as to further in- 
dustrial stability was coupled with the 
objectives of safety and liquidity of the 
funds. The depression experience of 
workmen’s compensation cautioned 
against separate state fund investment 
management. Reduced workmen’s com- 
pensation premium income forced liq- 
uidation of investments in many states, 
and in at least two, Ohio and Oregon, 
serious losses were suffered in the sales 
of municipal and corporate bonds held. 
Control of the unemployment insurance 
investments by a central fiscal agency 
—either the Treasury or the Federal 
Reserve System—was necessitated by 
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the contemplated size of the program. 

The Federal Unemployment Trust 
Fund is invested exclusively in U. S. 
Government securities as required by 
law. While guaranteed obligations are 
also permissible investments, none of 
these issues has been acquired. The 
Secretary of the Treasury is authorized 
to issue to the Federal Unemployment 
Trust Fund special securities which be- 
come a public debt obligation of the 
U. S. Government or to purchase mar- 
ketable issues of U. $. Government secu- 
rities at par on issue or on the market 
at prevailing market prices. Interest 
earnings are set by statutory provisions. 
Interest on special issues is determined 
by the average rate on the entire inter- 
est-bearing public debt outstanding at 
the time of the issue. Yields on other 
eligible securities acquired must, on the 
date of acquisition, be at least equal to 
the rate payable on special obligations. 
As of December 1955, the total Federal 
Unemployment Trust Fund assets, in- 
cluding railroad unemployment insur- 
ance balances, were $8,758 million, of 
which all but a small part was invested. 

While special U. S. Treasury obliga- 
tions predominate in the portfolio of 
the Federal Unemployment Trust Fund, 
other federal issues have become increas- 
ingly important. In June 1945 only 
7.7 per cent of fund investments was 
in regular public securities; by June 
1950 this percentage had risen to 10.8 
and by December 1955 to 11.0 per cent. 
However $745 million of investments 
was represented by the 234 per cent 
1975-80 Investment Series B acquired 
in the fiscal years 1951 and 1952. These 
bonds were acquired in exchange for 21 
per cent 1967-72 issues for which the 
new series was offered to all investors. 
The purpose of this offering of a regis- 
tered non-negotiable bond issue, as in- 
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dicated at the time, was to encourage 
long-term investors to retain these gov- 
ernment securities and thus minimize 
monetization of the public debt. Of 
the total $19.7 billion of these Treasury 
bonds of 1967-72 outstanding, $13.6 
billion was converted. 

In part, the continued increase in 
regular Treasury issues reflects the 
recognition that reserves accumulated in 
some states exceed any potential with- 
drawal rate and that the fund designed 
as a Cu.utigency reserve has taken on, for 
a portion of the accounts, characteristics 
of a capital accumulation reserve. 

In the fiscal year ended 1955 the 72 
state funds set up under workmen’s 
compensation statutes totaled more than 
$800 million (Table 6). These funds 
include not only state funds under more 
general statutes but also funds for state 
employees, other special classes of em- 
ployees and second injury benefits.’® 
The latest tabulation of investments of 
these funds for the fiscal year 1955 indi- 
cates that $661 million or about 85 per 
cent of investments was in federal se- 
curities. Holdings of the state’s own 
securities totaled $14 million, with $59 
million in other governmental obliga- 
tions and $39 million in nongovern- 
mental securities. A special preliminary 
analysis of federal security holdings in 
a limited number of states indicates that 
long-term, federal issues predominate. 
In addition, cash holdings amount to 
about 4 per cent of assets. The emphasis 
on liquidity is in keeping with the in- 
come-disbursement pattern of the pro- 
gram. For all state funds, combined 
total payments exceed 80 cents per $1 
of contributions. 

Cash sickness funds in three of the 
four states with programs are restricted 

16 Used to pay benefits to workers injured more 


than once in the course of employment in cases in 
which the effects of the injuries are cumulative. 
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in their investments to securities of the 
U. S. Government, or securities of states 
and municipalities. In the remaining 
state, New Jersey, investments are re- 
stricted to securities eligible for savings 
bank investments in the state. As of 
the end of the fiscal year 1955 total as- 
sets of state cash sickness funds 
amounted to $272 million (Table 7). 
The investments of these funds are 
heavily concentrated in federal securi- 
ties. All investments of state cash sick- 
ness funds in California, New York, and 
Rhode Island are in federal securities. 
The New Jersey fund holds in addition 
to federal securities, New Jersey securi- 
ties, other governmental issues, and $25 
million of nongovernmental obligations, 
mostly FHA mortgages. 


State and local funds for social insur- 
ance purposes have grown in impor- 
tance and size and are of significance in 
government financing, federal and state. 
As of 1954 a total of $40.4 billion was 
held in cash or securities by state and 
local governments. The distribution of 
funds by type of holding and by pur- 
pose is given in Table 8. 


In this tabulation, unemployment in- 
surance reserve holdings are shown in 
the cash and deposit total rather than 


as holdings of federal securities. Ex- 
cluding Federal Unemployment Trust 
Fund holdings as subject to the control 
and management of the Federal Treas- 
ury, state and local government hold- 
ings account for a significent portion of 
the total federal public debt. As of 
September of 1955, state and local gov- 
ernments held $15.1 billion of federal 
public debt—an amount approximately 
as large as insurance company holdings, 
and all individual holdings of bond 
issues other than savings bonds and more 
than 11% times the holdings of mutual 


savings banks. Together with federal 
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TABLE 6 awe? 
ASSETS OF STATE ADMINISTERED WORKMEN’S COMPENSATION 
Funps, ENp or Fiscat Year 1955 


(In thousands) 


Total 


State Assets 


U. 8. Total $804,985 
Alabama 26 
Arizona 45,504 
Arkansas 52 
California 76,089 
Colorado 10,017 
Connecticut 100 
Delaware 35 
Florida .. ai 
Georgia yp 
Idaho 3,169 
Illinois bo 
Indiana 
Iowa 


Kentucky 

Louisiana 

Maine 

Maryland 

Massachusetts 

Michigan 

Minnesota 

Mississippi 

Missouri 

Montana 

Nebraska 

Nevada 

New Hampshire ... 

New Jersey 

New Mexico e 

New York 321,039 

North Carolina 568 

North Dakota 12,618 

Ohio 39,405 

Oklahoma 1,488 

Oregon 57,642 

Pennsylvania 16,508 

Rhode Island 595 

South Carolina 459 

South Dakota 13 

Tennessee 197 

19 

9,576 

Vermont 7 

Virginia oe 

Washington 80,822 

West Virginia 78,065 

Wisconsin pes 1,356 

Wyoming 7,461 


Federal 


$661,223 
22 
35,689 


72,945 
3,225 


led 
4é 


2.660 


291,206 
387 
8,475 
980 
1,210 
40,560 
11,754 
570 


8.141 


77 256 
69,895 
1,240 
1,892 


Security Holdings 


Governmental 
- - ae - Other 
Other 


Own State 


$13,822 $58,575 $39,139 


85 8,194 


717 
5,68 


_ 


5,985 


1,102 22310 


364 
21,500 


8,855 


Source: U. S. Bureau of Census, Governments Division. State Government Finances, special 


tabulation. 
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securities held in the Unemployment 
Trust Fund the total state and local 
holdings are about $23.2 billion, or 
roughly 8 per cent of the gross U. S. 
debt (including guaranteed securities). 

Far more significant for the invest- 
ment market is the annual growth of 
these funds. About $3.3 billion was 
added in the fiscal year 1954 to state 
and local cash and security holdings, 
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fund holdings increased $1 billion and 
another $1.3 billion between 1953 and 
1954. In some states, at least, invest- 
ment requirements of these employee 
funds are being met by new issues of 
securities of the state or its local gov- 
ernments. For example, Pennsylvania 
School Authority revenue bond issues 
and school bonds in New York have 
been purchased by public retirement 


TABLE 7 
Assets or State CasH SIcKNEss INSURANCE FUNDs, 
ENp or Fiscat Year 1955 


(In thousands) 


State 


U. S. Total 
California 
New Jersey ... 
New York 
Rhode Island 


$271,758 
132,630 
92,645 
10,791 
35,692 


Source: U. S. Bureau of Census, Governments Division, State Government Finances, special 


tabulation. 


Federal 


$227,137 
129,695 
51,750 


Security Holdings 
Governmental 


Other 


~ Other 
Own State 


$4,650 $9,122 


1,650 9,122 


10,700 
34,992 


TABLE 8 


DISTRIBUTION OF STATE AND LocaL Funps ror SoctAL INSURANCE AND OTHER 
Purposes, By TYPE or HoLpInG AND PURPOSE 


By Type of Holding 


Purpose of Holding 


By 


(In millions) 


$18,756 
13,700 
2,752 
1,921 
3,249 
$40,377 


Cash and deposits 
Federal securities 
Own-government 
Other State & Local gov. .......... 
Nongovernmental 

Total 
an amount equalling almost half of all 
new state and local long-term financing 
and in excess of state government con- 
struction expenditures for that year. 
The annual growth in state and local 
holdings is attributed largely to em- 
ployee retirement programs rather than 
to unemployment insurance or other 
current risk social insurances. Between 
1952 and 1953, employee retirement 


Unemployment insurance 
Employee retirement 

Other insurance trust systems 
Offsets to long-term debt 

All other 


plans in those states. 

Favorable federal rates and the re- 
duced volume of state and local borrow- 
ing caused by wartime restrictions led 
to a shift of state and local investments 
from municipals into federal issues. As~ 
of June 1941, for example, the North 
Dakota workmen’s compensation fund 
held investments of $4.3 million. Less 
than $300,000 of this total was in fed- 
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eral issues; the remainder was invested 
in North Dakota State securities and in 
bonds of county, township or school 
districts. By June 1948, roughly $5.8 
million of the $8.4 million assets of the 
North Dakota fund was in federal is- 
sues, nearly an additional $1 million was 
in FHA mortgages, and the remainder 
was in state or local bond issues. The 
West Virginia workmen’s compensation 
fund’s $20.2 million investments were 
almost exclusively in municipal issues 
in 1934; no federal securities were held. 
By 1943 federal securities accounted for 
almost two-thirds of the total $38.5 
million investments; and by 1945 al- 
most seven-eighths of the fund’s port- 
folio was represented by federal securi- 
ties. The state insurance fund of New 
York held $49.3 million of state and 
local bonds in 1944 and $21.2 million 
in federal securities. By the end of 
1952 federal securities totaled $181.8 
million and state and local issues only 
$7,000; in addition the fund invest- 
ments in 1952 included some $12.2 mil- 
lion of FHA mortgages. 

State trust funds historically have 
been exclusively invested in federal, 
state, or local securities. Statutes in 
some states have been broadened, how- 
ever, to permit investment in corporate 
bonds and mortgages to obtain higher 
rate returns. Mortgage issues especially 
are being acquired in increasing volume. 


What Is the Income Tax Status of So- 
cial Insurance Benefits and Contribu- 
tions? 


The Social Security Act of 1935 
specifically provided that employee 
contributions under the old-age insur- 
ance program shall not be allowed as a 
deduction to the taxpayer in computing 
taxable income under the individual in- 
come tax. Federal social security taxes 
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on employers are designated by 

Social Security law as excise levies and 
as such are deductible as business ex- 
penses and not as taxes. Early in the 
operation of the social insurance pro- 
grams the Commissioner of Internal 
Revenue ruled that contributions by 
both employers and employees to state 
unemployment insurance funds are de- 
ductible in computing taxable income 
for federal income tax purposes. The 
ruling further provided that the deduc- 
tion is to be treated as a business ex- 
pense except that if the levy is classified 
as a tax by the state which imposes it, 
then the deduction is to be classified as 
a tax. Differences in classification prin- 
cipally affect the employer income tax 
liability for private household employers 
of domestics. Voluntary contributions 


made by employers to gain more favor- 
able rates under state unemployment 
insurance programs and employee con- 
tributions paid by employers are simi- 


larly deductible as business expense. The 
Internal Revenue Service has ruled that 
employer unemployment compensation 
contributions in California, Illinois, 
New Jersey and New York, for ex- 
ample, are deductible as taxes and that 
these levies are deductible as business 
expense in Indiana, Michigan, Missouri, 
and Pennsylvania. 

Contributions by employees under 
state unemployment and cash sickness 
insurance programs are deductible under 
Internal Revenue rulings as taxes if the 
contributions are made to a state fund. 
Accordingly employee contributions im- 
posed in Alabama and New Jersey for 
unemployment insurance are deductible 
as taxes. Employee contributions to 
state funds for disability benefits in 
New Jersey, California, and Rhode 
Island are deductible; employee contri- 
butions in California, New Jersey, and 
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New York toward private plans, al- 
though made under state law, have been 
construed as personal expenses and as 
such are not deductible. 

While states generally permit the 
deduction of employer social security 
levies—both state and federal—for state 
income tax purpose, employee social in- 
surance contributions are allowable de- 
ductions along with the federal income 
taxes in some states but are taxable in 
almost two-thirds of the states impos- 
ing personal income taxes.'‘ Alabama 
and California allow the deduction of 
employee contributions for unemploy- 
ment compensation or cash sickness if 
the contributions are paid to the state 
fund. (New Jersey and Rhode Island 
do not have state income taxes on in- 
dividuals.) In New York, employee 
contributions for cash sickness are not 
deductible for purposes of the personal 
income tax. 

There is even greater variation among 
the states in the tax status of social in- 
surance benefits. Generally the states 
follow the federal income tax practices 
in the exclusion of workmen’s compen- 
sation benefits from taxable income. 
Although benefits paid under the Social 
Security Act also are generally not tax- 
able income under federal and state in- 
come tax laws and regulations, Louisiana 
and Montana tax old-age and survivors 
insurance benefits. Several states—in- 
cluding Alabama, Arkansas, Iowa, 
Maryland, Montana, North Dakota, 
Oklahoma and Utah—tax unemploy- 
ment benefits paid to an unemployed 
worker. In California and New York, 
the two states with cash sickness benefit 
programs that levy an individual income 
tax, these benefits are excluded from 
taxable income. 

17 Information which follows derived principally 


from Prentice-Hall, Social Security Tax Service; may 
be out of date for some states. 
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The Internal Revenue Code of 1954 
clarified the tax liability of the em- 
ployee for employer contributions to- 
ward his sickness and health insurance.'* 
The new code specifies that premiums 
and contributions paid by employers 
under a plan to finance sickness and 
accident benefits are not taxable as em- 
ployee income. Furthermore, employer 
payments and premiums to reimburse 
an employee for expenses incurred for 
the medical care of the employee, his 
spouse, and dependents are tax exempt, 
provided the employee does not claim a 
medical expense deduction for such ex- 
penses under his individual income tax. 


Uncertainty also developed prior to 


the enactment of the new code regard- 
ing the taxability of sickness benefits 
received by employees under plans oper- 
ated by their employers. In general, 
amounts received as accident or cash 
sickness benefits were excluded from 
gross income under the earlier statutes 
and regulations, if the benefits were paid 
under an insurance contract. Benefits 
financed by an employer under a self- 
insured plan or a wage continuation 
plan were taxable. In the words of the 
Ways and Means Committee of the 
House of Representatives in its report 
on the Internal Revenue Code of 1954: 
“Very troublesome legal and adminis- 
trative problems have arisen in determi- 
ning whether particular plans, especially 
self-insured plans, which are financed 
by employers without the use of a 
carrier or insurance company, con- 
stitute insurance for purposes of the 
exemption.” 

The new code clearly excludes from 
gross income the benefits an employee 

18 Selma Mushkin, “ The Internal Revenue Code 


of 1954 and Health Programs,” Public Health Re- 
ports, Vol. 70, No. 8, August 1955. 
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receives under a workmen’s compensa- 
tion act. It also excludes compensation 
paid under a workmen’s compensation 
act to the survivors of a deceased em- 
ployee. Similarly, damages received on 
account of personal injury or sickness 
(whether by suit or agreement) are 
clearly excluded. Full exemption is 
also granted for payments received for 
the permanent loss or loss of use of a 
member or function of the body or the 
permanent disfigurement of the em- 
ployee, his spouse, or dependent provided 
such payments are not a continuation 
of wages for the period an employee is 
absent from work. 

Payments received by an employee 
under an accident or cash sickness plan 
for wage loss resulting from illness or 
injury are exempt up to a weekly rate 
of $100. However, such payments re- 
ceived during the first seven days of 
illness are exempted from taxation only 
if the employee is hospitalized for at 


least one day during the period of ill- 
When the absence is caused by 
injury or accident the deduction applies 
to payments received for the entire 
period. 


ness. 


The exclusion from income, while 
narrowed for those receiving benefits 
under plans carried by insurance com- 
panies, is broadened to include payments 
under a self-insured plan and amounts 
received as wages or in lieu of wages 
during a period of sickness. These pay- 
ments, previously taxable, are now ex- 
empt within the $100 weekly maximum 
to the extent they are employer financed. 
In general, the provisions of the new 
code follow the practices of many com- 
mercial insurance policies in length of 
waiting periods and in differentiating 
between hospitalized and nonhospital- 
ized illnesses, and between accidental 
and other disabilities. 
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How Are Social Insurance Funds Man- 
aged with Respect to the Business 
Cycle? 

The earlier article on old age and sur- 
vivors insurance financing outlined 
three aspects of the problem of manage- 
ment of social insurance funds during 
phases of the business cycle, namely, 
statutory special adjustments of finances 
with changes in business conditions, in- 
vestment management, and the auto- 
matic compensatory action of the pro- 
grams. The following discussion sup- 
plements these earlier comments, by 
elaborating further on benefit varia- 
tions in periods of business decline. 

While the unemployment insurance 
program was adopted during the depres- 
sion of the thirties with the problems 
of widespread unemployment and de- 
pressed economic activity sharply be- 
fore the nation, it was designed as a 
partially corrective protective measure. 
At the time the program was developed, 
proponents of unemployment insurance 
were divided sharply into those who 
emphasized the purpose of stabilization 
of employment through employer in- 
centives and those who emphasized the 
purpose of mitigating the hardships of 
the unemployed and of maintaining 
buying power by an adequate benefit 
structure. Experience rating (with its 
variation of rates from employer to em- 
ployer) emerged from the emphasis on 
employer incentives toward stabiliza- 
tion; these rate variations have had a 
continuing effect on program develop- 
ment. Emphasis on employer incen- 
tives also has facilitated the integration 
of guaranteed annual wage plans with 
the unemployment benefit structure. 
Increasingly, however, attention has 
been directed to the adequacy of bene- 
fits and the effects of these payments on 
consumption expenditures. 
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In discussion of experience rating in 
unemployment insurance three major 
issues have been identified. 

From the outset, there have been 
sharp differences in views as to the ap- 
plication of incentive taxation through 
experience rating to this social insurance 
program. The question has been raised 
whether experience rating, as operated 
in practice, has offered an effective in- 
centive to employment stabilization. 

Second, since the federal law offered 
no mechanism for adjustment of tax 
rates to benefit costs except through in- 
dividual employer rate variation, ex- 
perience rating became not only a tax 
incentive device, but a device for ad- 
justing tax rates to benefit liabilities, as 
the only mechanism available for this 
purpose. This poses the question of 
how the unemployment insurance pro- 
gram might have developed here if sub- 
stantially larger reserves had accumu- 
lated and this tax reduction device had 
not been available. 

Third, experience rating has tended 
to produce lower rates in prosperous 
years and higher rates during recession. 
This has emphasized the need for a 
method of rate variation under experi- 
ence rating, which would counteract 
rather than accentuate cyclical move- 
ments. 

Several factors have contributed to 
the recently increased general discussion 
and concern with benefit adequacy. The 
Social Security Act of 1935 contem- 
plated unemployment benefits at 50 
per cent of current wages. Benefits 
have failed to keep pace with changing 
levels of gross national output and earn- 
ings, despite liberalizations under state 
laws. For three consecutive years the 
Council of Economie Advisers in its re- 
ports to the President has urged states 
to increase benefits so that the great 
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‘majority of the beneficiaries will be 


eligible for payments “that at least 
equal half their regular earnings.” 

Despite growing disparity between 
average wage !evels and unemployment 
benefits the unemployment insurance 
program patently contributed toward 
easing the toll of economic transition. 
During four periods in the past decade 
and a half the changes in the volume 
and amount of unemployment benefits 
have clearly demonstrated the useful- 
ness of the program in stabilizing con- 
sumption. In the tooling up from 
peacetime activity to war production 
during the early 1940’s, in the transi- 
tion in 1946 to civilian production and 
again in the postwar industrial readjust- 
ments of 1949 and of 1954 the unem- 
ployment insurance system evidenced its 
responsiveness to changes in employ- 
ment opportunities. During the six 
months from April through September 
1954, benefit payments were $1.1 billion 
compared with $0.4 billion in the cor- 
responding months of 1953. The con- 
tribution of the program toward easing 
the effects of production retooling and 
setbacks also served to underscore the 
weaknesses in the benefit structure— 
weaknesses not only in benefit amounts 
but also in duration and in coverage— 
which reduced the compensatory eco- 
nomic effects of the program. 

The potentially compensatory effects 
of the program have also been offset 
somewhat by the fact that under ex- 
perience rating operations, tax rates 
have tended to rise in periods of in- 
creased benefit expenditure and to de- 
cline in prosperous years. Increased 
attention to the need for correcting this 
weakness in the tax structure has led a 
few states to adopt tax schedules de- 
signed to provide a uniform annual 
yield expressed as a percentage of wages. 
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This device merely prevents tax rate 
changes from accentuating _ business 
cycle movements but it does not actually 
counter such movements. The action 
by Congress referred to above in set- 
ting up a loan fund for states whose 
employment insurance reserves are in 
danger of exhaustion provides some ad- 
ditional safeguards to states in their at- 
tempt to improve the cyclical movement 
of contributions. 

Studies of the economic effects of the 
unemployment insurance program have 
served to define different ways of meas- 
uring compensation for wage loss and 
to clarify their uses. At least two yard- 
sticks need to be distinguished; ** the 
proportion of income loss of individual 
workers and their families which is com- 
pensated, and the net change in na- 
tional disposable income (taking account 
of the net change in benefit outlays and 
earnings). Various studies of the off- 
set to income loss suggest that, in a 
period of downturn of fairly short dur- 
ation such as the 1948-1950 downswing, 
unemployment benefits amount to one- 
quarter or one-fifth of the net income 
loss. The difference between compen- 
sation for an individual worker’s income 
loss and compensation for the economy 
as a whole is suggested perhaps most 
sharply by the potential financial oper- 
ation of the program after a period of 
prolonged downswing. If the period 
of decline depresses wage rates, benefits 
paid to eligible unemployed workers 
may be expected to be proportionately 
higher as a per cent of their wages than 
before the wage adjustment. However, 
an increasing number of unemployed 
workers would have lost the eligibility 
for benefits which is based on recent 


19See Marvin K. Bloom, Measuring the Effect of 
Unemployment Benefits on the Economy, Research 
Council for Economic Security publication No. 102 
for a description of various methods of measurement. 
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attachment to the covered labor market; 
those qualifying for benefits would in 
increasing numbers exhaust their dur- 
ation of benefits,”° and the total benefit 
disbursements in a 12 month period 
might in fact be reduced despite a con- 
tinuing rise in the volume of unemploy- 
ment. The net effect as compared with 
a previous period may be a negative— 
rather than a positive—addition to in- 
come.*" 

Depression experience with work- 
men’s compensation payments points up 
the different meanings of compensation 
for wage loss. Weekly maximum bene- 
fits for an Illinois worker with one child 
were almost 85 per cent of average 
weekly earnings in 1933 as compared 
with a range of about 50 to 5S per cent 
during the 1920’s and even lower per- 
centages during the early 1940’s.7”_ Ac- 
cidents for which compensation was re- 
ceived were relatively few because of the 
low level of employment and the reten- 


tion of only the best workers. In West 
Virginia, with an exclusive state fund 
program, total accidents in 1932-1933 
among insured workers were at about 


two-thirds the 1928-1929 number. 
Total benefit disbursements amounted 
to $3.8 million in 1933 as compared 
with $4.8 million in 1929. It is impor- 
tant to note that low levels of earnings 
and employment necessitated premium 
adjustments in many state workmen’s 


20In 37 states, duration of benefits varies with 
the worker’s earnings or employment experience (or 
both) in the base period used for determining his 
benefit rights. If he had considerable unemploy- 
ment in the base period, his weeks of benefits in the 
next year would be correspondingly reduced, thus 
increasing the likelihood that if again unemployed, 
he would exhaust his benefit rights before getting 
another job. 


21 The upward adjustment of employer tax rates 
coupled with cyclical changes in tax shifting would 
appear to reinforce this effect. 


22 Herman Miles Somers and Anne Ramsay Somers, 
op. cit., p. 78. 
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compensation programs during the de- 
pression. In their recent volume on 
workmen’s compensation, the Somers’ 
have pointed out that “ Prosperity has 
meant low (premium) rates, depression 
high rates. . . . Throughout the forties 
rate reductions were general and sub- 
stantial, reflecting the vast increase in 
payrolls, the relative inelasticity of 
benefit maximums against rising wage 
levels, and the development of other 
social security programs which have, in 
part, taken the pressure off workmen’s 
compensation.” ** Despite upward rate 
adjustments during the depression dis- 
bursements for benefits exceeded pre- 
mium payments in some states at least. 
The unemployment insurance pro- 
gram is far more sensitive to economic 
changes than other current risk insur- 
ances. The relatively moderate busi- 
ness declines of 1949 and 1954 are not 
reflected in workmen’s compensation 
Nor are these changes 


benefit outlays. 


25 [bid., p. 114. 
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reflected in the claimant loads under the 
cash sickness programs of the states. 
Despite changes in business conditions 
and employment in these two postwar 
periods claims have been relatively 
stable; benefits under both programs 
have been increasing as benefit struc- 
tures have been amended to take ac- 
count of rising wage levels. 

An important step forward in under- 
standing the economic operation of the 
program has been taken through the 
recent initiation of studies of income 
and consumption patterns of bene- 
ficiaries under the unemployment insur- 
ance program in selected communities.** 
A start has been made in the case of the 
unemployment insurance program to 
evaluate the cyclical response patterns 
of the social insurances. Similar studies 
are needed in the case of the other cur- 
rent insurance programs. 
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A TAX INCENTIVE FOR STABILIZING 
BUSINESS INVESTMENT 


JOHN P. SHELTON * 


HE belief that a tax incentive may 
be a useful device for encouraging 
’ contracyclical business investment has 
-been expressed in many places. The 
following statement appears, for ex- 
ample, in the report of the special com- 
mittee on National and International 
Measures for Full Employment  sub- 
mitted to the United Nations in 1949. 
“...apart from monetary and credit 
measures . . . the government can in- 
fluence the . . . timing of private in- 
vestment projects through special tax 
concessions or subsidies to firms which 


are willing to postpone or antedate their 
particular investment projects, so as to 
fit them into a more stable general pat- 


tern. This would... involve a highly 
complicated system of tax legislation 
and tax administration in order “to de- 
vise and administer inducements that 
would exert a major influence on the 
timing of investment projects.” ' 
Probably the main difficulty in de- 
veloping such a tax incentive lies in 
devising an administratively operable 
and politically acceptable law. This 
paper will describe in considerable 


* The author is Associate Professor of Economics 
at the Claremont Graduate School, Claremont Men’s 
College, California. 

The author wishes to express his appreciation to 
the Merrill Foundation for Advancement of Financial 
Knowledge, which provided a grant under which the 
work on this paper was performed. 


1 United Nations, National and _ International 
Measures for Full Employment, 1949, p. 34. 


detail a plan which would offer an in- 
centive to businessmen to stabilize their 
investment expenditures. The detail 
facilitates exploration of some of the 
administrative difficulties and practical 
problems involved in providing this 
type of tax incentive. It is hoped 
that this paper and the importance of 
the goal, regularizing business invest- 
ment, may prompt others who find 
weaknesses in the proposal itself to use 
it as a springboard for the development 
of better ideas. 

The proposed tax incentive will be 
presented in more detail later, but it 
may be helpful to summarize it briefly 
at the outset. When inflationary pres- 
sures threaten the stability of the econ- 
omy, any business firm would be 
allowed to reduce moderately its tax 
liability by purchasing a special type 
of government security. The funds 
could then be used subsequently for 
expenditures which would stimulate the 
economy when it is in a slump. If the 
firm did not use the funds for approved 
(i.e. stimulative) purposes and in a de- 
pressed period, it would not achieve any 
tax reduction, only a tax postponement. 
In short, firms would be offered a tax 
reduction in return for voluntarily in- 
curring the opportunity cost of putting 
their funds in low-earning government 
securities and spending the money in a 
stimulative manner when the economy 
needs support. 
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STABILIZING BUSINESS INVESTMENT 


Underyling this proposal is the as- 
sumption that the instability of business 
investment is a cause of fluctuations in 
the general level of economic activity. 
It is further assumed that business firms 
can be induced, at least in part, to 
stabilize expenditures through changes 
in the cost of investment, particularly 
since the reduced price available in years 
of low economic activity would be 
coupled with the presence of liquid 
funds. The factors influencing business 
investment decisions are known to be 
complex; consequently little can be said 
about the magnitude of the change that 
might result from the adoption of this 
or similar, proposals. It is clear, how- 
ever, that the direction of change would 
be toward more stabilized business in- 
vestment. 


Stabilization of Investment from the 
View point of the Individual Firm 

Though the advantages to society of 
stabilized business expenditures are 
clear, the benefits to the individual firm 
in stabilizing its expenditures are not so 
evident, and, judging by the practices 
of most corporations, not universally 
accepted. The advantages that may 
accrue to a firm which stabilizes its ex- 
penditures over the cycle include the 
following: employee morale and efh- 
ciency are likely to be raised; uneco- 
nomic fluctuations in research, divi- 
dends, the purchase of new equipment, 
and training of new personnel can be 
better avoided; a firm can typically get 
more value for dollars spent at deflated 
price levels. 

In view of the business advantages 
mentioned above and the fact, which is 
acknowledged by most businessmen, 
that stabilized business expenditures 
would moderate the amplitude of eco- 
nomic fluctuations, the question must 


233 


be asked, “ Why hasn’t such a policy 
already been widely adopted by busi- 
nessmen?” The answer, to a large 


extent, involves considerations such as 
the following: 


1. Businessmen are apt to be moti- 
vated largely by the outlook for profit 
over a fairly short run. They may 
feel that they cannot take a long view 
of business prospects because they may 
not survive the immediate future. 
Therefore when sales are declining the 
idea dominating business thinking is 
“cut expense faster than sales fall.” A 
corollary of this feeling is the desire to 
conserve cash: “ Why spend money on 
new equipment, when we aren’t using 
our present factory to capacity? ” 

2. On the upswing it is difficult to 
hold expenditures down. A good profit 
figure not only takes the urgency out 
of economy programs but encourages 
businessmen to expand plant facilities in 
order to increase sales and profits still 
further. 

3. The business cycle is irregular and 
unpredictable. The businessman asks, 
“why put money aside for a depression 
which may never come? And if it 
does, when will it happen? How severe 
will it be?” Because of this uncer- 
tainty businessmen are tempted to adopt 
the attitude that there is no possibility 
of establishing financial policies based 
on an element as unpredictable as the 
business cycle. 

4. Businessmen who are temperamen- 
tally inclined to set aside funds in ex- 
pansionary periods are, typically, even 
more anxious to save when times are 
poor. On the other hand, most execu- 
tives who are willing to spend money 
when sales are low have so many plans 
for spending money when sales are high 
that they cannot get money set aside for 
the rainy day. The businessman who 
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can be cautious in days of expansion 
and yet take investment risks in de- 
pression periods is rare. 

§. Businessmen are reluctant to con- 
sider adopting a stabilization policy to 
gain an advantage, viz., a more stable 
economy, which will become apparent 
only when many other firms adopt a 
similar financial plan. The executive 
may wonder, “ What assurance do I 
have that other companies will do as I 
plan to do?” Since there can be no 
guarantee that a significant number of 
firms will adopt a policy of stabilizing 
expenditures, the advantages become 
those which can be seen from within 
the framework of the individual firm, 
and these appear insufficient in most 
cases to cause businessmen to set aside 
funds in good times and spend them in 
poor times. 


In summary, when stabilization of in- 
vestment is considered from the view- 
point of the individual firm, two propo- 


sitions are pertinent. First, the economy 
would benefit if such a program were 
generally adopted. Second, despite the 
fact that business has made little prog- 
ress to date in stabilizing its expendi- 
tures, it might alter its cyclical pattern 
of spending to some extent if the bene- 
fits accruing to the individual firm were 
immediately evident. 


Why Tax Relief Is a Desirable Method 
of Encouraging Stabilization of Busi- 
ness Expenditures 

A tax incentive is a logical way to 
encourage stabilized business expendi- 
tures for several reasons. First, busi- 
ness is sensitive to possible tax savings. 
Whether a businessman is considering a 
merger, an expansion, or the purchase 
of new equipment, taxes are likely to 
have an important influence on _ his 
decisions. 
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Another reason for using taxes is that 
the administrative machinery is already 
available. Business firms are accustomed 
to submitting tax statements, and these 
could be adopted to the needs of a 
program for encouraging stabilization 
of expenditures. 

Furthermore, much of the _ benefit 
from stabilization of business outlays 
would accrue to society generally by 
reducing the amplitude of business 
fluctuations. It is appropriate there- 
fore, that the “cost” of the program 
—in terms of possible loss of taxes— 
should be borne by the state. 

Finally, a tax revision would alleviate 
the existing situation whereby tax laws 
actually encourage business to spend 
money in prosperous years and retrench 
in poor years. For example, railroads 
can spend large sums on extra mainte- 
nance of equipment and right of way in 
prosperous years, charging these sums 
as current tax deductible expenses. 
Then, when income declines, the rail- 
roads can postpone their maintenance 
and get by on the cushion of the extra 
maintenance built up in good times. 
The result, encouraged by the tax situa- 
tion, is that railroads tend to spend 
more when they are profitable, thus ob- 
taining a tax deduction, and postpone 
expenditures as much as possible in loss 
years when there is no income from 
which they can be deducted. Similarly, 
some oil companies find that it makes 
sense, taX-wise, to conduct extensive 
exploration and drilling operations in 
profitable years and spend little on 
these activities in loss years. To the 
extent that maintenance is postponable, 
taxes produce cycle-aggravating ex- 
penditures in all industries; this effect 
is only slightly mitigated by the carry- 
back and carry-forward provisions of 
the Internal Revenue Code. 
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Essential Features of a Tax Incentive To 
Encourage Business To Stabilize Ex- 
penditures 


This section will outline the essential 
provisions of a tax incentive designed 
to induce business to stabilize its ex- 
penditures despite fluctuations in sales. 
To maximize the stablizing aspects of 
the proposal and to avoid, or at least 
minimize, the possibilities of business 
exploiting the scheme without actually 
reducing expenditure fluctuations, it is 
necessary to add some complicating pro- 
visions. Before considering the quali- 
fications, though, the basic idea can be 
stated fairly simply. Business firms 
would be allowed in prosperous years 
to avail themselves of a special deduc- 
tion before taxes if they matched this 
deduction by the purchase of special, 
non-negotiable, low interest-bearing 
government notes. Whenever a busi- 
ness firm cashed the notes (which could 
be done only by redeeming them from 
the Treasury), it would become liable 
for the income tax it avoided by pur- 
chasing the notes, unless the notes were 
cashed in a depression period and the 
proceeds were used for purposes that 
would stimulate the economy. 

To illustrate, assume a firm makes a 
profit of $1,000,000 before taxes dur- 
ing a year when the economy is operat- 
ing at, or near, peak capacity. It would 
be allowed to purchase say $200,000 of 
the special government notes. This 
would reduce its taxable profit to 
$800,000. The firm could redeem the 
notes whenever desired, but if it were 
to cash them while the nation was at, 
or near, full employment, it would have 
to add the amount of the notes re- 
deemed to its taxable profit. For ex- 
ample, if the company showed a profit 
before taxes the following year of 
$1,000,000 and also cashed its notes, its 
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taxable income in that year would be 
$1,200,000. If the firm were to hold 
the notes until the economy was de- 
pressed and then used them to pay for 
increased investment or other purposes 
of a stimulative nature, the amount of 
notes so redeemed would not be added 
to taxable income. 

The proposal as stated above raises 
two questions immediately: (1) How 
is a period of prosperity or depression to 
be determined? (2) Which uses of 
funds can be said to provide a stimulus 
to the economy and which not; and how 
can the various uses to which a firm 
puts its securities be determined? The 
first of these questions is easier to 
answer. 

1. Whether the economy is in a pros- 
perous period or not can be decided by 
executive decree, legislative action, or 
on the basis of some general statistical 
measure such as the Federal Reserve in- 
dex of industrial production. Solely 


for illustrative purposes the basis pre- 
sented in this paper will be the data on 
the size of the labor force as prepared 
by the Bureau of the Census. 

As a concrete example, business firms 


the 
“ stabilization bonds ” until unemploy- 
ment reaches 6 per cent of the total 
labor force. For a period of one year 
following any quarter in which unem- 
ployment reaches 6 per cent or until 
unemployment is no greater than 4 per 
cent of the total labor force, firms would 
be allowed to spend the notes without 
incurring tax liability if the money was 
used for purposes which would stimu- 
late the economy. 

The use of unemployment figures to 
determine when the economy should be 
stimulated or restrained is a detail which 
can easily be changed without basically 
affecting the plan. These figures are 
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suggested here for two reasons: (a) as 
determinants of remedial action they 
have political appeal; and (b) though 
they may not reflect precisely the mag- 
nitude of unemployment because of 
statistical problems, their trend will al- 
most certainly be in the right direction, 
especially if the monthly data are aver- 
aged for the quarter. The primary 
point to emphasize, however, is that the 
merits or weaknesses of particular auto- 
matic triggering devices, such as the per 
cent of unemployed, are not involved 
in evaluating the tax incentive plan 
itself. 

Another method would be to let Con- 
gress decide by legislative action when 
the funds could be used without in- 
curring a tax liability. This would 
allow judgment to be substituted for a 
formula, and thus might have more ap- 
peal to legislators, who are understand- 
ably reluctant to delegate the powers of 
taxation. 


Likewise the figures of 6 per cent and 


4 per cent unemployment to establish . 


the band between depression and pros- 
perity are illustrative and not crucial 
to the proposal. They were suggested 
for the following reasons. Frictional 
unemployment can hardly be used to 
explain a figure as high as 6 per cent. 
By the time unemployment reaches 6 
per cent it is symptomatic of cyclical 
maladjustments, and steps should be 
taken to revive the economy before the 
depression effects begin to compound. 
Once firms have been encouraged to in- 
vest they should be allowed approxi- 
mately a year to carry through their 
plans. Furthermore, the encourage- 
ment stimulus should probably be con- 
tinued until the economy is clearly at, 
or near, full empolyment. 

2. The problem of determining how 


a firm actually uses its special low- 


NATIONAL TAX JOURNAL 


[ Vor. 1X 


interest government securities if they 
are cashed in a depression period is not 
easily solved. For example, how can it 
be determined whether a firm seeking to 
use the securities without incurring the 
tax liability actually spends them in 
expansionary ways and does not just 
convert the bonds into cash during a 
depressed period when the fund can be 
used without being subject to tax? 

Fortunately, business records provide 
a reasonably satisfactory way of deter- 
mining the actual use of the bonds when 
redeemed. This is by means of a source 
and applications statement, which can 
be computed from information on the 
balance sheets at the beginning and end 
of a period and from the income state- 
ment for the period. A typical source 
and application statement appears in 
Table 1. 

Assume the tax revisions were written 
so that approved uses of the stabiliza- 
tion funds in depression periods in- 
cluded: investment in inventories, new 
plant, and payment of dividends (the 
applications marked with a (t) above). 
Then it is not unreasonable from an 
administrative viewpoint to say that 
72 per cent of the stabilization fund 
($360,000 -- $500,000) was spent for 
approved purposes. Subject to a re- 
vision discussed later concerning the in- 
crease in cash, this shows how a source 
and application statement could be used 
to determine how money withdrawn 
from the stabilization fund is used. 

The logic behind this approach is 
that all money spent—whether it comes 
from customers, creditors, or the sale 
of assets—goes into, and is withdrawn 
from, acommon pool. The source and 
application analysis, therefore, is used 
as the essential technique for determin- 
ing how the stabilization funds are 
spent in poor times. The idea of using 
a tax incentive to encourage business- 
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men to set aside money in boom periods 
and spend it in depressions can be ad- 
vanced without the inclusion of a source 
and application analysis, but this tech- 
nique would appear to solve many of the 
administrative problems without con- 
fining the use of the funds too nar- 
rowly; it therefore becomes a fairly 
important part of the total proposal 
and deserves careful scrutiny. 

The source and application analysis 
provides an administrative method of 
determining the proportion of the bonds 
cashed in a depression period that was 
used for stimulative purposes, but there 


STABILIZING BUSINESS INVESTMENT 237 


tion that a specific source can be 
matched against a particular application. 

A better way of judging whether the 
funds were being used in an incremental 
manner would be to assume that any 
decrease in the funds not offset by an 
increase in cash or securities was prima 
facie evidence of an incremental ex- 
penditure. 

For example, in the simplified illu- 
stration, the XYZ Company cashed 
$100,000 from its stabilization fund 
during a depression period. In order 
to determine the amount that would be 
considered as used in ways which bene- 


TABLE 1 
ILLUSTRATIVE SouRCE AND APPLICATION OF FUNDS STATEMENT 
XYZ Co. 
(000 omitted) 


Applications 


Increased: 
Cash 
Accounts Receivable 
Inventories 
Built New Plant 
Prepaid Certain Expenses ...... 
Reduced Tax Accrual 
Paid Dividends 


still remains the question: Did the use 
of the funds actually cause an incre- 
mental expenditure? Has the company 
spent more in this slump period than it 
would have if it had not possessed the 


funds? One way of dealing with this 
question would be to limit the tax-free 
use of the funds to capital expenditures, 
on the theory that any construction of 
new plant or purchase of machinery is 
incremental in depression periods. This, 
however, would probably produce more 
restrictions on the allocation of re- 
sources than would be necessary, and 
furthermore would have the disadvant- 
age of resting on the unrealistic assump- 


Sources 
Sold Bonds in Stabilization Fund ... 
Borrowed: 
Accounts Payable 
Bank Loan 


Obtained Funds from Operations (i.e., 

Profit Plus Noncash Expenses) : 
Net Income 125 
Allowance’ for Depreciation 25 


$500 


fited the economy and therefore war- 
ranted tax exemption, the $20,000 in- 
crease in cash would first be subtracted. 
The remaining $80,000 withdrawn from 
the stabilization fund would be assumed 
to have been spread throughout the 
other $480,000 of applications. Of this 
$480,000, $360,000 was used for stimu- 
lative (i.e., tax free) purposes. There- 
fore the XYZ Company would be al- 
lowed to claim 75 per cent ($360,000 —- 
$480,000) of the $80,000 (or $60,000) 
as tax exempt. In other words, of the 
$100,000 withdrawn from the stabiliza- 
tion fund, $20,000 was assumed to have 
gone to an increase of cash, $20,000 was 
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spread over various uses not considered 
stimulating to the economy, and $60,000 
was used in ways that increased employ- 
ment and national income, thereby 
meriting a tax exemption. 

If an increase in cash or securities 
were not subtracted from the decrease 
in the stabilization fund, the XYZ 
Company might have converted the 
entire fund into cash, received tax 
exempt credit on part of it, and yet 
not really made any incremental ex- 
penditures. 

The essential requirements for a tax 
revision designed to encourage business 
to adopt contra-cyclical patterns of 
spending are detailed in the following 
nine provisions: 

1. The “allowance for stabilization ” 
should be treated as a tax deductible 
expense up to a certain per cent of profits 
before taxes. A maximum of 20 per cent 
per annum seems in the right order of 
magnitude, but this is not critical. 

2. To get credit for the stabilization 
allowance as a tax deductible expense, the 
company should be required to purchase 
an equivalent amount of special govern- 
ment bonds bearing a very low rate of 
interest, say 1 per cent. These bonds 
would be dated to indicate the time of 
purchase and would be non-negotiable, 
being similar to savings bonds in these 
respects. They could only be cashed by 
the Treasury. This would make it pos- 
sibile to see that a firm, as it cashed 
bonds, reported the same amount in its 
tax return at the end of the year. Fi- 
nally, banks would be forbidden to accept 
the bonds as collateral for loans. This 
would make it difficult for a company, 
by borrowing against its stabilization 
fund, to actually spend the money though 
ostensibly saving it. 

3. For political reasons it might be 
desirable to limit the amount of stabili- 
zation bonds any firm could accumulate. 
If so, this could be accomplished by pro- 
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viding that no firm could add to its fund 
after the stabilization fund exceeded 25 
per cent, say, of the firm’s net worth. 
(In computing net worth for this pur- 
pose, the stabilization reserve offsetting 
the fund should be considered a liability.) 
4. Whenever any part of the fund is 
cashed, it should be reported as income 
in that year. In the event tax rates 
change, it should be reported as income 
subject to the tax rate in the year it was 
set aside. If different tax rates apply to 
the amount in the fund, tax rates should 
be determined on a first-in, first-out basis. 
§. In depression periods, the funds 
could be spent for certain purposes with- 
out being treated as income. The follow- 
ing are illustrative of uses of funds which 
might be approved as tax-free applica- 
tions: 
(a). Investment in inventory 
(b). Investment in buildings, equip- 
ment or machinery 
(c). Dividends, to a limited extent 
The following illustrate uses of the 
funds which would not be approved for 
tax exemption: 


(a). Increase of cash or negotiable 
securities 
(b). Repayment of debt 


6. Any firm desiring to use the funds 
without reporting them as income would 
be required to submit to the tax authori- 
ties, along with its income statement, a 
source and application statement. The 
amount of funds used for approved, tax- 
free purposes would be determined as 
illustrated above. 

7. A depression period when funds 
could be used without being reported as 
income would begin in any quarter when 
unemployment, say, rose to 6 per cent of 
the labor force. It would continue for 
a period of at least one year, or until un- 
employment fell to 4 per cent of the labor 
force. 

8. If, during a depression period, a 
firm wished to use any part of its fund 
in order to get the tax benefit, it would 


be forbidden to: 





No. 3} 


(a). Increase the salaries of any 
employees paid on a weekly 
or monthly salary basis who 
earned more than some pre- 
determined amount during the 
past year. 

(b). Increase dividends above the 
average-per-share paid in some 
preceding period. In case of 
a stock split or stock dividend, 
the averages would be com- 
puted on the basis of the orig- 
inal number of shares. 

These provisions would protect against 
the use of stabilization funds for the per- 
sonal benefit of management 

9. During “depression periods” (as 
determined by employment figures) the 
government would not sell the special 
non-negotiable stabilization bonds. Thus 
no business could set aside funds for 
stabilization and get credit for them as 
a tax deductible expense during a depres- 
sion period. 


Questions and Objections Arising from 


the Proposal 


It is difficult to predict how a tax 
proposal such as that outlined above 
might work if adopted; however, a 
careful evaluation of the plan is likely 
to include the following criticisms or 
questions. 


1. To some this may seem a misuse 
of the tax system. They may hold that 
tax laws should be designed merely to 
collect revenue in a simple and efficient 
manner and that tax legislation is com- 
plicated enough already without being 
employed as a means to aid in stabili- 
zation of the economy. One’s decision 
on this matter depends on the weight 
one attaches to economic stabilization 
versus simplicity of the tax laws. Re- 
lated to that problem is the query, 
“Would not such a proposal be difficult 
to administer?” Anyone familiar with 
tax legislation realizes that it is virtually 
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impossible to devise a tax law which is 
both simple to administer and avoid- 
ance proof. Since perfect tax legis- 
lation is probably an unattainable goal, 
it seems reasonable to evaluate a tax 
law on its over-all effects, rather than 
seek laws with minimal administrative 
problems. 

2. A second criticism is that exten- 
sion of the tax carry-back and carry- 
forward provisions to embrace a long 
span of years would accomplish the 
same objective as this plan. Such 
criticism overlooks one of the major 
features of the proposed plan: the tax 
carry-back system may provide funds 
in an unprofitable period for companies 
that lose money, but it does not provide 
an incentive to spend the funds. 

3. The proposal might not reduce 
inflationary pressures because business 
firms would operate on smaller cash 
balances and feel free to borrow more 
money than usual because of the pres- 
ence of the stabilization funds on their 
balance sheets. It is probably correct 
that the proposal would not be as ef- 
fective in repressing inflation as it 
would be in moderating a depression. 
Part of the funds set aside in prosperous 
years would be offset by greater bank 
borrowing. This problem, however, 
could be handled partly by monetary 
and credit controls. Furthermore, many 
economists believe that the social costs 
of a depression are more serious than 
the penalties of inflation. To that ex- 
tent, the criticism that the proposal may 
be weaker in countering inflation than 
depression may not point to a major 
disadvantage. 

4. If this proposal were enacted, it 
would probably be necessary for the 
Internal Revenue Service, working with 
the accounting profession, to establish a 
fairly standardized procedure for pre- 
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paring and presenting a source and ap- 
plication statement. This standardiza- 
tion would parallel that which now 
applies to income statements and balance 
sheets. Standardization is likely to en- 
tail, at least occasionally, arbitrariness 
of decisions and the consequent risk 
that some firms will be treated un- 
equally. 


Precedents and Similar Proposals 


The idea of modifying the tax system 
so as to provide an incentive for busi- 
nessmen to stabilize their expenditures 
is not new.” But most of the recom- 
mendations for changing business in- 
vestment practices by means of a tax 
incentive have gone no further than to 
mention the idea in fairly brief and 
broad terms; there have been few at- 
tempts to analyze the problems in- 
volved in actually developing adminis- 
tratively operable regulations. 

Though the proposal outlined in this 


paper has never been tried, there are 
two precedents with enough similarity 


to warrant review. The first of these 
occurred in Germany. In 1932 the von 
Papen regime instituted a tax remission 
as part of a program to stimulate eco- 
nomic recovery. 

The tax remission phase of the Papen 
plan amounted to this: businessmen who 
paid a turnover tax, a trade tax, a land 
and building tax, or a transportation 
tax during the 12 months following 


2 See, e.g., S. H. Slichter, “Public Policies and 
Postwar Employment,” Financing American Prosper- 
ity, 20th Century Fund, 1945, pp. 329-330; Alvin 
H. Hansen, Economic Policy and Full Employment, 
McGraw-Hill Book Company, Inc., New York, 1947, 
pp. 230; G. S. Simons, ““ New Techniques for Capi- 
tal Formation in a Free Enterprise System,” The 
Conference Board Business Record, p. 198, May 1950; 
and G. Colm, “Full Employment Through Tax 
Policy? ”, Social Research, VII (4), November, 1940, 
pp. 447-67, reprinted as Chapter 4 in G. Colm, 
Essays in Public Finance and Fiscal Policy, Oxford 
University Press, New York, 1955. 
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October 1, 1932 were furnished a special 
tax certificate equal to the full value of 
the transportation tax and 40 per cent 
of the value of the other three. The 
tax certificates could be used for pay- 
ing up to 20 per cent of any federal 
tax for each year from 1934 to 1938. 
They could be traded on the open 
market, where the government had es- 
tablished an official support price at a 
25 per cent discount. 

The plan was adopted at the bottom 
of the depression and offered only a 
slight chance of increasing the nation’s 
purchasing power. The amount of cer- 
tificates issued depended on the amount 
of taxes paid, which were at their low- 
est in 1932. Furthermore, the issuance 
of certificates could take place no faster 
than the payment of taxes. This pro- 
duced a lag which dissipated much of 
the attempt to expand credit. 

Kenyon Poole in his study of the 
German financial policies concluded that 
the experiment with tax remission, 
which was largely regarded as a failure, 
was seriously handicapped by the de- 
ficiencies mentioned above, but that its 
greatest weakness was that it was ex- 
pected to achieve too much with too 
small a tax remission. “ The tax certif- 
icate plan,” he said, “if it can be made 
to work, still has possibilities despite 
Germany’s rather negative experience 
with it. It has not yet had a thorough 
trial.” * 


3K. E. Poole, German Financial Policies, 1932- 
1939, Harvard University Press, 1939, p. 63. Also, 
“Tax Remission as a Means of Influencing Cyclical 
Fluctuations,” Quarterly Journal of Economics, 
February, 1939. In the latter article, Poole has 
drawn on his study of the German experiment 
to generalize about the use of tax subsidies for 
encouraging private business to expand investment 
or production during a depression. The subsidy, 
he says, should be in the form of government certif- 
icates given to business firms in proportion to taxes 
paid or to be paid. If “circumstances are such 

(See next page) 
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The second precedent resembles more 
closely the proposal presented in this 
paper. It is the Swedish konjunktur 
(“ business conditions”) tax law, first 
adopted in 1938. Significant alterations 
in this law were made in May, 1955; 
hence the account that follows will first 
describe the regulation as it existed un- 
til its recent revision, so that the basic 
conceptions of the law can be outlined. 
Also the 1955 revisions occurred so re- 
cently that evidence is not yet available 
on how the new provisions have worked; 
the record of experience relates to the 
law as it stood until May, 1955. After 
that the major revisions of 1955 will 
be enumerated to show the current 
status of the law. These modifications 
are interesting, among other reasons, be- 
cause they reveal what improvements 
the Swedish government considered 
necessary in the regulation. 

Under the basic law: 

1. Corporations were allowed to re- 
duce their annual taxable income by a 
maximum of 20 per cent, if the amount 
deducted was—at least in an account- 
ing sense—charged to an “ investment 
fund reserve” (investeringsfonder) .* 

2. If the government, acting through 
the Royal Labor Commission, decided 
that conditions needed a 
stimulus, it could require firms which 
had previously taken advantage of the 


business 





that impetus is needed to effect capital expansion 
which will otherwise be delayed, tax remission may, 
if sufficiently bold, advance investment and cut short 
the depression” (p. 264). 


4 The information in this section is based on the 
article “A Swedish Tax Provision for Stabilizing 
Business Investment ” by J. P. Shelton and G. Ohlin 
in the American Economic Review, June, 1952, pp. 
375-380, and the sources mentioned therein plus 
two documents relating to the 1955 revision, viz., 
the legislative bill as adopted by the Riksdag Svensk 
forfattningssamling Number 256/1955 and a report 
of a special commission appointed to survey Swedish 
business tax laws, Kungl. Maj’ts. Proposition Number 
100, i955. 
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tax deduction—and had thereby created 
a counterpart reserve—to spend money 
on some designated investment equal to 
the amount previously reserved, or any 
fraction thereof. If the government 
decreed that during a certain period the 
use of the funds was compulsory, and 
a firm did not make investments as di- 
rected, any part of the fund not prop- 
erly used, plus an increment computed 
at 3 per cent compounded since the 
reserve was established, would become 
subject to taxation at the current rate. 

3. If the government did not decree 
that the funds should be used within 
15 years after the reserves were created, 
the amourits deducted, plus an incre- 
ment compounded at 2 per cent (i.e., 
approx. 35 per cent larger than the 
original reserve), would become liable 
for taxation at the current rate. 

4. The tax exemption obtained by 
creating the “ business cycle reserves ” 
was ultimately realized only if the funds 


were used with the approval of the 


government. If a firm decided to with- 
draw any part of the reserve (literally 
that meant reversing the previous ac- 
counting entry that had established the 
reserve), the reduction in the reserve 
was subject to taxation at the rate cur- 
rent during the year in which the fund 
was used, and the taxable value of the 
withdrawn portion of the reserve was 
increased by 3 per cent compounded 
frum the year in which the reserve was 
created. 

§. The government intended that 
firms taking advantage of this method 
of tax postponement should fund the re- 
serves (i.e., establish a fairly liquid 
counterpart). The regulations, how- 
ever, left this decision to the firm. 
There was no requirement that it buy 
government bonds, corporate securities, 
or in any other way match its reserves 
with liquid funds. The reserves could 
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be nothing more than cumulated de- 
ductions from taxable income, consist- 
ing solely of bookkeeping entries. By 
implication, however, the government 
envisaged the creation of a liquid fund 
available for immediate use in depressed 
times. The Royal Labor Commission, 


which is charged with supervising the 
konjunktur funds, made a study of the 
Its report said: 


program in 1945. 


When the authorities are informed that 
a fund has been established, the invest- 
ment project should be planned and pre- 
pared, if this has not already been done, 
so that it can be put into operation as 
soon as conditions require. This planning 
should be done by the company but co- 
operation and consultation with the au- 
thorities ought to take place... (the 
reserve should be used) for investment 
projects, useful in themselves, which the 
entrepreneur, without great inconveni- 
ence can undertake at a time when meas- 
ures to support the level of business 
activity are desirable. From this point 
of view construction should get a first 
priority.® 


6. All reserves had to be earmarked 
for one of four purposes, the financing 
of: building construction, equipment 
purchase, inventory accumulation, or 
exploration and research in the mining 
industry. The Labor Commission could 
specify which type of funds were to be 
utilized, and whether all corporations 
that had created such reserves, or only 
specific firms or industries, should utilize 
the reserves. Furthermore, the Labor 
Commission could require, or permit, 
reserves earmarked for one purpose to 
be used for another. In short, the gov- 
ernment had a wide latitude in deter- 
mining when, where, and how the funds 
should be used. Therefore, the arbi- 


5 Survey of the Most Important Regulations Con- 
cerning Investment Funds. Royal Labor Commis- 
sion, Stockholm, 1945. 
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trary allocation as to purpose at 
time the reserves were created may have 
little significance. 

7. If a firm used its reserves, at a 
time approved by the government, to 
procure plant or equipment, it was not 
permitted to charge ‘depreciation on 
these assets for purposes of reducing its 
taxable income in that, or subsequent, 
years. If a firm supplemented its kon- 
junktur reserves with funds from other 
sources, it could carry the asset on its 
balance sheet (and, for income tax pur- 
poses, compute depreciation) at the 
value of the supplemental funds ex- 
pended. 

In 1952 a Committee on Business 
Taxation was appointed by the govern- 
ment to evaluate Sweden’s entire system 
of business taxation from the viewpoint 
of economic policy. For more than two 
years the committee studied, among 
other things, the operation of the kon- 
junktur tax law since its inception in 
1938. Its report became the basis for 
the revision of the konjunktur tax law 
adopted in May 1955. 

The essential concept and purpose of 
the law were left unchanged, but im- 
portant modifications were introduced. 
The most significant change is the re- 
quirement that in the future any firm 
wishing to make a deduction from its 
taxes via an allocation to the investment 
fund reserve must deposit 40 per cent of 
the amount so allocated in a special ac- 
count with the Riksbank. In general 
this money cannot be released to the 
firm, unless the business is liquidated, 
without approval of the Labor Market 
Commission. However, the firm is per- 
mitted to withdraw, after money has 
been on deposit in the special Riksbank 
account for five years, up to 30 per cent 
of the original deposit. 

Other major changes were made in 
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the konjunktur tax law. Industrial 
firms other than those connected with 
forestry and the manufacture of paper 
are now permitted to reduce their tax- 
able income by as much as 40 per cent 
in any year, instead of the 20 per cent 
maximum which previously prevailed, if 
the deduction is allocated to the invest- 
ment fund reserve. Forest industries 
have been reduced to a 10 per cent 
maximum deduction. Under the new 
law there is no time limit at the end of 
which the reserve must revert to tax- 
able income if not previously used. 
Finally, the 1955 revision allows firms, 
if they use the reserve with the approval 
of the government in depressed years, 
to get a further tax deduction of 10 per 
cent of the reserves so used. 

It appears that the modifications 
mentioned in the paragraph above were 
added to make the provisions more at- 
tractive to business firms, and thereby 
compensate for the requirement that 40 
per cent of the reserve be frozen, at 
least temporarily, in a special account 
with the Riksbank. The latter require- 
ment would seem to make the kon- 
junktur tax deduction less appealing 
than it was formerly. And the evidence 
indicates that business firms were only 
moderately interested in utilizing the 
honjunktur tax laws under the previous, 
less stringent provisions. By the end of 
1952 (the most recent year for which 
data are available) 669 firms reported 
outstanding allocations to the kon- 
junktur reserves totalling 246 million 
kronor. On the basis of the official ex- 
change rate then in effect, this was 
approximately $50 million. As another 
basis of comparison, the reserves 
amounted to about 0.6 per cent of 
Sweden’s gross national product in 
1952. That would have been compar- 
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able to reserves of $2.15 billion in the 
United States. 

In evaluating this unique law it 
should be pointed out that a major as- 
pect of the program is still untried. 
Because Sweden has experienced mostly 
inflationary pressures since the law was 
enacted, relieved by a few periods when 
the economy was in balance, the Royal 
Labor Commission has yet to decree 
that any firms should use their reserves 
for stimulative purposes. Therefore, 
the benefits and/or difficulties of the 
expenditure aspects of the plan can only 
be surmised. 

What incentive does the scheme offer 
to make businessmen invest in a more 
contra-cyclical manner than they would 
otherwise? In this connection, it is 
important to note that the Swedish 
konjunktur fund provisions do not offer 
possibilities for tax reduction; they offer 
only a tax postponement. This is true 
because plant and equipment invest- 
ments financed from the funds are not 
subject to subsequent depreciation 
write-offs against taxable income, as 
would normally be the case. The kon- 
junktur funds merely offer the alter- 
native of pre-expenditure rather than 
post-expenditure deduction, with the 
difference, however, that the firm has 
greater freedom in timing pre-expendi- 
ture than post-expenditure deductions. 

The Swedish tax law governing busi- 
ness cycle reserves does offer a slight in- 
terest advantage. The taxes tempo- 
rarily waived by the government and 
invested by the firms constitute an in- 
terest-free loan if the funds are subse- 
quently used with the approval of the 
government. 

Offsetting the above incentive are 
some aspects of the konjunktur fund 
provisions which appear to have dis- 
couraged Swedish businessmen from 
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establishing the reserves. In the first 
place, if the firm used the funds with- 
out government approval or had no 
opportunity to use them with such ap- 
proval within the fifteen-year limit (as 
required in the law prior to May 1955), 
the reserves became taxable at the cur- 
rent rate. Given the past trend of 
corporate tax rates, businessmen were 
apparently wary of risking the sub- 
stitution of future for present rates. 
Another facior that has discouraged 
Swedish firms from using the kon- 
junktur tax provisions is the adminis- 
trative red tape associated with this tax 
law. Finally, some Swedish business 
executives have expressed the following 
general attitude toward the konjunktur 
reserves: “At the end of the fiscal period 
the directors have to decide how much 
profit to report. They consider such 
things as the effect that the reported 
profit may have on forthcoming wage 
negotiations, the amount of dividends 


they want to pay, and a proper relation 


between dividends and income. When 
the directors have determined approxi- 
mately what profit they want to report, 
they tell their accountant to find the 
easiest way to adjust the books to 
achieve the desired figure. In Sweden 
we have so much freedom in our deter- 
mination of costs that we have not 
needed to use the honjunktur reserves.” 

The above explanation is more under- 
standable if one knows the Swedish tax 
law requirements for valuing inventory 
and plant and equipment. Inventory 
may be written down to 30 per cent of 
its cost immediately after purchase. 
Machinery and equipment can be de- 
preciated in the year it is purchased. 
Firms are given a slight amount of 
freedom in determining the annual 
taxable depreciation for buildings, but 
this must be selected when the invest- 
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ment is made and cannot be subse- 
quently altered. Add to the wide free- 
dom of write-offs allowed in Sweden 
the range of discretionary decisions in- 
volved in any accounting operation 
(e.g., the valuation and amortization 
of intangibles, the capitalization or ex- 
pensing of research, the timing of 
revenue, etc.) and one can see the jus- 
tification of the Swedish business exe- 
cutive’s remark, “ We determine what 
profits we want to report, and then tell 
the accountant to arrive at the chosen 
figure.” In short, one reason konjunk- 
tur tax provisions have apparently failed 
to appeal to many Swedish businessmen 
is that firms can easily find other, less 
restrictive means of tax postponement. 

Another aspect of the Swedish pro- 
visions that seems of questionable value 
is the requirement that the reserves be 
earmarked for one of four purposes. 
As it has developed, 80 per cent of the 
reserves has been designated for con- 
struction of buildings; about 15 per cent 
has been set aside for purchase of equip- 
ment; 4 per cent for investment in in- 
ventory; and one per cent for mining 
exploration. Is this restriction of funds 
to specific purposes advisable? Is it not 
possible that other spending outlets with 
equal stimulative effect could be used? 
Are the konjunktur tax provisions likely 
to cause an artificial rechanneling of 
business activity that will result in un- 
economic use of resources? 

But even more questionable than the 
arbitrary division of the reserves into 
certain categories is the assumption that 
specific expenditures can be matched, 
ex post, against withdrawals from the 
funds. It is entirely possible that the 
funds might be used for expenditures 
which would have been undertaken in 
any case, the net result being no increase 
in stimulative spending. 
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Perhaps the severest criticism of the 
Swedish plan as it stood until recently, 
however, is the fact that it did not re- 
quire the firms to set aside liquid funds 
to match the reserves. To the extent 
that the reserves were only bookkeeping 
entries (were not funded), the creation 
of the reserves in prosperous periods did 
not decrease or absorb any purchasing 
power (as would be true if government 
bonds held by the central bank were 
purchased by the firms). On the other 
hand, when the economy needs stimula- 
tion the firm is less likely to be able to 
comply with the requirements of the 
Labor Commission to invest in plant, 
equipment, or inventory if it has not 
accumulated liquid funds as a counter- 
part for its reserves. Consequently, 
much of the contra-cyclical aspect of 
the konjunktur tax laws, both in the 
boom and in the depression phase, was 
attenuated by the fact that the reserves 
did not need to be funded. 

The law enacted in May 1955 over- 
comes this weakness to some extent by 
requiring firms to deposit an amount 
equal to 40 per cent of future konjunk- 
tur reserve allocations with the Riks- 
bank. Also it is worth noting that the 
1955 provision allows firms, when the 
reserves are used for investments ap- 
proved by the Labor Commission, to 
make an extra deduction from their 
taxable income equal to 10 per cent of 
the amount used. In effect, this means 
that the konjunktur reserves will be not 
just a means of tax postponement, but 
a device for actually reducing taxes 
slightly. The firm gets a pre-expendi- 
ture deduction when it creates the re- 
serves, and a post-expenditure deduc- 
tion (if the funds are used in the proper 
time and manner) of 10 per cent. 
Since the ordinary depreciation allow- 
ances amount to a 100 per cent post- 
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expenditure deduction, this proposal 
goes only a slight way toward making 
the reserves a means of tax reduction, 
but it is a step in that direction. It is 
still too early to tell how these and other 
changes will effect the willingness of 
Swedish firms to establish business cycle 
reserves. 


Conclusion 


Many proposals have been offered to 
stimulate business spending in the midst 
of a depression; others have been put 
forward to suppress inflationary spend- 
ing. No proposal has attempted, as the 
one presented in this paper does, to 
combine both. Whether or not this 
procedure would do more to stabilize 
the pattern of business spending than 
one group of incentives to restrain ex- 
pansion in boom times and a separate 
group to encourage investment in de- 
pressions is a question that is difficult to 
answer without seeing how such a plan 
(or other plans) might operate if ac- 
tually adopted. However, there is po- 
litical appeal in a plan which links the 
benefits given a firm in a depression pe- 
riod to its contributions toward stabi- 
lizing the economy in inflation. 

In the last analysis, the evaluation of 
a tax incentive such as the one proposed 
in this article hinges on the question, 
“Will this tax proposal cause business 
firms to modify their investment be- 
havior in a stabilizing direction?” This 
question cannot be given a final answer 
in the absence of such legislation, but it 
is worth noting that somewhat similar 
legislation in Sweden had stimulated a 
response from 660 firms by 1952. 


Two features of this proposal which 
warrant emphasis in a final evaluation 
are the “ leverage ” the government ob- 
tains through the contra-cyclical use of 
its tax dollars and the presumably 
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greater efhciency with which the money 
may be used in a depression if the spend- 
ing is controlled by private business 
instead of the government. During 
inflationary periods the government 
foregoes income of $1.00 and, at a 
corporate income tax rate of 50 per 
cent, stimulates total savings of $2.00. 
In depressed times the tax dollar which 
the governinent refrained from collect- 
ing is returned to the income stream, 
and pulls out at least $1.00 of corpo- 
rate savings along with it. This money, 
furthermore, is spent not at the direc- 
tion of a central political agency but by 
business firms which are possibly in a 
position to use resources more efficiently 
and without the dislocation involved in 
the type of government capital expendi- 
tures that are planned to combat depres- 
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sion. A serious criticism of fiscal policy 
is that governmental public works are 
started slowly, are likely to be ineffi- 
ciently run, and are chosen largely by 
political criteria instead of by the mar- 
ket-place mechanism. This plan allows 
fiscal policy during a depression to work 
within the framework of a private- 
enterprise, market-allocation economy. 
In conclusion it seems likely that this 
proposal could be a useful addition to 
the kit of stabilizing devices. Since 
many factors contribute to the causa- 
tion of depressions, a variety of stabili- 
zation techniques is more useful than a 
limited number. The tax revision 
suggested here might be a_ helpful 
addition to the list of techniques for 
moderating the amplitude of industrial 
fluctuations in this country. 








ON MUNICIPAL LAND POLICY FOR FISCAL GAINS 


JULIUS MARGOLIs * 


A recent land use policy of cities has 
been the encouragement of specific 
uses in order to improve the fiscal con- 
dition of the local government. The 
advocates of this policy estimate the 
costs to the city and the revenues earned 
by the city by all possible land uses and 
then gear zoning ordinances and capital 
improvement programs to encourage 
the fiscally most “ profitable” uses. 
This paper will evaluate this program 
from the aspect of its goals, the effec- 
tiveness of the policy to achieve the 
goal, and the level of scientific knowl- 
edge and managerial abilities necessary 
to use the policies effectively. Special 
emphasis will be placed on the problem 
of the allocation of public costs among 
types of land uses. 

The general conclusions of those un- 
dertaking the studies of the relationship 
between land use and fiscal gains are 
that it is often necessary to entice in- 
dustry, commerce, and high value resi- 
dences in order for the city to improve 
its fiscal status.’ Symbolically we can 


* The author is a lecturer at the School of Business 
Administration, University of California. 


This study was aided by the Real Estate Re- 
search Program, Bureau of Business and Economic 
Research University of California. 


1For illustrations of this type of analysis see: 
Homer Hoyt Associates, Economic Survey of the 
Land Uses of Evanston, Illinois, Prepared for the 
Evanston Plan Commission, September 1949; Homer 
Hoyt Associates, Economic Survey of the Land Uses 
of Arlington County, Virginia, Planning Division, 


express the argument in the following 
way. Let E be total local public ex- 
penditures, R be the local revenues 
other than property taxes, V the value 
of property, and a the assessment ratio. 


Therefore: 


(1) aa = t the local property tax 


rate, or 
(2) E-R=taV. 

The argument then implicitly assumes 
that R is constant by ignoring the ef- 
fects of land uses on other revenue 
sources. Research is then carried on to 
allocate the government expenditures 
among all the types of land uses in the 
city and to estimate the property tax 
revenues from each use. The result is 
an E; and a taV; for each type of i use. 
If E; < taV; the use is to be encour- 
aged. If E; > taV, the use is to be dis- 
couraged. Implicitly, where E; = ¢aV; 
Department of Public Service, Arlington, Virginia, 
September 1951; Planning and Zoning Commission, 
Greenwich, Connecticut, Economic Study of the Cost 
of Government Compared with Property Tax Income 
in Relation to Classified Property Uses, Plan of Develop- 
ment Report #3, 1954; Beldon H. Schaffer, Grow- 
ing Suburbs and Town Finance, University of Con- 
necticut, Institute of Public Service, November 1954; 
The Planning Board, New Rochelle, New York, Land 
Use, Zoning and Economic Analysis, July 1951; Max 
S. Wehrly and J. Ross McKeever, Urban Land Use 
and Property Taxation, Urban Land Institute Techni- 
cal Bulletin No. 18, May 1952. For a critical 
evaluation of these studies see, R. M. Barnes 
and G. M. Raymond, “The Fiscal Approach to 
Land Use Planning,” Journal of the Institute of 
Planners, Winter-Spring 1955. 
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we have a breakeven point which tells 
us about the uses with minimum prop- 
erty values which should be encour- 
aged.” 

The goal of land use policy for fiscal 
gains is essentially economic. The major 
goal is to improve the economic position 
of the residents of the area. The sub- 


*The following statement of purpose by the 
Greenwich Planning and Zoning Commission is 
typical of these studies: 

*...the Planning and Zoning Commission has 
undertaken this study in order to determine, so far 
as presently possible, the relation of the property 
tax income and the cost of government to classified 
property uses. In other words, the purpose has been 
to obtain an adequate understanding as to what part 
of the cost of government may be justifiably charged 
against each of the various classes of property uses, 
and to compare these costs with the tax income 
derived from the respective classes. 

“The first phase of the study was to ascertain 
the total and the percentage of the current assessed 
valuation of all real and personal property in the 
Town identified with each property class in order 
to produce a corresponding classified statement of 
property tax income. 

“The second step of the study consisted of allo- 
cating to each class of property its appropriate share 
All agencies of Town 
government were taken into consideration and it was 
found that no uniform basis for allocation could be 
used for all of them.... 

“ Finally the cost of government for each class of 
property is compared with the tax income con- 
tributed by it, and thereby the Commission presents 
an economic analysis disclosing for the first time 
those classified uses of property which through tax 
income derived therefore do or do not, and to what 
extent, cover the cost of governmental services per- 
formed for their benefit. The Commission recog- 
nizes that there are undoubtedly intangible values 
identified with various types of properties which are 
not capable of being analyzed in this manner yet 
which also have a bearing on the question of the 
relative desirability of different classes of property. 
It should be understood that in this study only those 
values which are capable of being measured are 
analyzed. 

“The data developed by this study provides fac- 
tual information concerning the effect of the various 
classes of property upon Town finances. The Com- 
mission believes that this information 
forms a basis upon which consideration may be given 
as to the most beneficial use of land, and by pro- 
viding an approach to consideration of the Town’s 
Plan of Development it may have an influence upon 
the future tax base.” op. cit., p. 3. 


of the cost of government. 


significant 
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sidiary goal, or the specific target aimed 
for which directly controls the policy, 
is the attempt to reduce the property 
taxes or at least to prevent an increase 
in tax rates. Two questions arise. (1) 
Is the economic goal sufficient to form a 
basis for public policy? (2) Given the 
desirability of improving the economic 
position of the owners of land in a city, 
is the allocation of land in order to re- 
duce local tax rates a rational target in 
order to achieve the goal of economic 
improvement? 

The sufficiency of economic goals as 
a basis for land allocations has been re- 
jected by all parties concerned with city 
layout. Unfortunately for the clarity 
of policy the bases of the rejection have 
never been clearly analyzed. The attack 
on economic goals is often confused 
with the imperfections of the land 
market, which are great. The use of 
public policy can often be defended be- 
cause the operations of an imperfect 
market will lead to an inefficient alloca- 
tion. But even a perfect market will 
result in allocations which would not be 
socially acceptable. Given a distribu- 
tion of income and the high cost of 
housing, the poor can only be housed 
with a level of density which may be re- 
jected by social standards of ‘‘ decency.” 
Therefore, an economically inefficient 
allocation of housing via the use of 
public housing or rental subsidies may 
be socially acceptable. Similarly, a per- 
fect market might result in racial segre- 
gation, but public policy might seek to 
counter the preferences of consumers by 
devices which foster integration. 

The policy under discussion proposes 
the primacy of economic goals. Since 
the policy often dictates that low in- 
come housing should be excluded from a 
city, the policy has social class implica- 
tions. These may be clearly at variance 
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with other goals. Further, since the 
policy implicitly seeks to separate the 
homes of industrial workers from their 
plants, it imposes costs on the workers 
with redistribution effects which may be 
opposed to public policy. The above 
objections to a goal of economic ad- 
vantage of the current landowners are 
not insuperable obstacles to the use of 
the policy. They can be overcome by 
intelligent discussion in the chambers of 
the city planning office and the city 
council, where the economic advantages 
can be weighed against the other values 
which may be sacrificed. But more im- 
portant is the second question: Is tax 
relief necessarily an economic ad- 
vantage? 
I 

The perfectly competitive market 
under special conditions is an efficient 
instrument for the allocation of re- 
sources. The workings of the price 
system reflect the preferences of con- 
sumers and the technical conditions of 
production so that the economy pro- 
duces with a given volume of resources 
the maximum valued product. In 
urban land economics this efficient allo- 
cation is referred to as natural zoning— 
the assignment of land to its highest 
and best use through the competitive 
bidding of the market. Because of 
technological linkages among nearby 
lots—the use on one lot will affect the 
productivity of adjoining lots—there 
frequently exists a divergency between 
social and private costs in land use. 
Zoning and other controls are one 
mechanism to minimize the social costs. 
But planning controls may take a more 
positive role. Rather than assume the 
primacy of market allocations and just 
offset some imperfections in the market, 
zoning can seek to guide allocations us- 
ing criteria other than those implicit in 
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the operations of the market. The 
policy we are discussing is one such 
instance. It is different from most 
planning policies in that it accepts the 
primacy of economic goals, but it 
further states that the target, property 
tax reduction, would achieve this goal. 

At first glance, the target would seem 
to be consistent with the goal, but this 
would be far too superficial a view. 
There are many costs incurred by per- 
sons in our society in order to earn an 
income in it ard to enjoy the income. 
The costs of the public services repre- 
sented by the property taxes paid by 
the residents of a city are a very minor 
part of the resources used in order to 
service the residents of the area. Why 


should land be allocated to reduce these 
costs or, to put it in another way, to 
maximize the gains of the city treasury? 


Essentially, this form of land policy 
is irrational on purely economic grounds 
because it allocates resources so as to 
benefit only one industry, the govern- 
ment. If only one industry were to be 
favored, a better argument might be 
made to favor the grocery industry. 
This is far more important in the 
budget of the residents and, further, 
since it is a competitive industry, it is 
likely that the more profitable position 
of the groceries will be translated into 
lower prices. Since government is a 
monopoly, it is possible that the profits 
of the government may become trans- 
lated into more inefficient court-house 
hanger-ons. 

A reductio ad absurdum extension of 
this land policy would be to apply it to 
labor. One might argue that the only 
training which should be given in 
schools is that which would make the 
labor force most useful for government 
jobs. As can be seen clearly in the case 
of labor, the resultant allocation of the 
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resource would be inefficient since it 
would greatly increase the costs of all 
other productive units in the economy. 
The allocation of land to benefit one 
producer would result, in a similar 
manner, in gross inefficiencies. The 
beauty of the competitive market 
process is that it considers all producers 
and consumers in making the market 
allocations. 

The above does not mean that the 
market should be the only arbiter in 
the allocation of land. The market it- 
self has inefficiencies and imperfections 
and may not properly reflect certain 
social values. These inadequacies of the 
market justify public intervention, but 
the specific form of intervention dis- 
cussed in this article neither seeks to 
overcome the imperfections of the 
market nor to realize certain social 
values; it simply seeks to create savings 
for the residents of an area by creating 
savings in only one of the goods they 
purchase while ignoring the rest of the 
expenditure and production pattern. 
Therefore we label this program as ir- 
rational. It might be criticized further 
if the allocations are in conflict with 
certain social values. 

Another level of irrationality is im- 
plicit in the policy of excluding some 
land uses and encouraging others in 
order to realize the low property tax 
target. The success of the land policy 
is dependent upon the assumption that 
the surrounding cities will not adopt the 
same policy. If a city decides that low- 
rental, multifamily dwelling units are 
costly and bans them, but that it de- 
sires the industry requiring workers who 
must live in these homes, the city must 
rely on an adjoining city permitting 
these workers to live there. If all cities 
sought to ban these workers, the in- 
dustry would never locate in any of 


NATIONAL TAX JOURNAL 


[Vor. IX 


them. The success of the program is 
therefore based on the illusion that other 
cities would not act competitively. 

The next section of the paper will be 
concerned with the more technical ques- 
tions of the adequacy of the analysis by 
which the decisions in regard to en- 
couragement of certain land uses are 
made. 


II 


The discussion of the analysis used to 
determine the specific land uses to be 
fostered will be broken into three 
sections. The first section will discuss 
briefly some of the ceteris paribus as- 
sumptions dealing with other aspects of 
government activities. The second 
section will discuss the implications of 
the use of averages rather than mar- 
ginals. The final section will cover the 
perplexing problem of the allocation of 
government cost among the varied land 
use types in a City. 

The studies under discussion im- 
plicitly assume that (1) non-property 
tax revenues of the city are unaffected 
by land use, (2) the types of land use 
are independent of each other, and (3) 
there are no possible changes in other 
public activities, such as assessment 
practices and efficiency of public serv- 
ices, which might affect the allocation of 
government costs and revenues among 
land uses. The first and second assump- 
tions are closely related. 

The indifference to revenues other 
than taxes introduces a major error in 
the analysis. In the long run this error 
will be compounded since property taxes 
are a shrinking per cent of local 
revenues. Industry which usually shows 
up favorably does not provide a sales 
tax base, while densely settled, low in- 
come families may prove a_ fiscal 
bonanza to a city with a sales tax. 
Similarly, subventions from a central 
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government are more frequently a 
function of population rather than in- 
dustrial or commercial use. Therefore, 
a more inclusive definition of the fiscal 
base of a city may result in a shift in 
the advantages to the city of the differ- 
ent uses. 

The above point is closely related to 
the perplexing point of the interrela- 
tionships of land uses. Even if industry 
and commerce make direct property tax 
payments greater than the expenditures 
the city must undertake to service them, 
they require both customers and workers 
in order to survive. The customers and 
workers may occupy low-valued proper- 
ties which make direct property tax 
payments less than the expenditures of 
the city necessary to service them. The 
combination of the two, industry and 
its workers or stores and their customers, 
may be financially feasible. A city may 
hope to separate the two and claim 
the stores and industries without the 
workers. The neighboring cities may 
absorb the workers and customers for 
awhile, but this solution is self-defeating 
once the neighboring cities employ the 
same planning consultants for advice. 

The best illustration of the effects of 
ignoring interrelations among land uses 
on the validity of the conclusions is the 
high rank given in these studies to 
that very fiscally productive land use— 
vacant land. It brings in revenues and 
has few services allocated against it. 
But, of course, the only value of vacant 
land is that attached to it because of its 
proximity to other uses, and its possible 
conversion to complementary uses. 

Once it is recognized that industrial 
or commercial uses require a labor force 
and a supply of customers, the necessary 
analysis becomes more complex. Many 
dormitory cities are attempting to at- 
tract clean light industry. The low 
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public costs per acre and their attractive 
appearance have combined to make 
them the preferred land use. The lay- 
out of these plants involves an extensive 
use of space and a low investment per 
worker and per acre. Often these firms 
use low skilled and white collar workers 
with relatively low wages. To properly 
analyze the public cost and revenue 
assignable to this industrial site, we 
would find it necessary to assign to it 
the costs and revenues to the city of the 
attached labor force. It is possible that 
the light industry because of its low 
assessment per worker may be “ un- 
profitable’ to the city and heavy in- 
dustry even if it had an unskilled labor 
force may be more “profitable ” to the 
city. 

Some city officials may believe that 
the joint analysis of the industrial plant 
and its associated labor force is unneces- 
sary. They would argue that they are 
one city located in a matrix of many 
other cities. They could prevent the 
location of an undesirable labor force 
by zoning regulations. Inhibiting the 
settlement of workers in the city will 
not stop industry since the workers can 
live nearby in other cities. Ignoring the 
competitive nature of cities which might 
defeat this policy, the policy is unstable 
since it relies on an optimistic evalua- 
tion of the ability to maintain zoning 
regulations against economic pressures. 
We have very little information about 
the operations of zoning ordinances, but 
it is clear that they do change so as to 
allow more profitable uses of sites. The 
development of industry or the expan- 
sion of commercial centers will change 
the profit relationship between free 
standing single-family homes and multi- 
family dwelling units, so that it is likely 
that pressures on zoning boards would 
accumulate and force an adaptation to 
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profit expectations. 

The third assumption, the retention 
of current government practices, in- 
troduces another order of error. The 
assessment procedures of most cities are 
notoriously poor. There is a great vari- 
ation in the ratio of assessed to true 
value by specific parcels and even by 
types of usage. Residences are usually 
under-assessed relative to industry. It 
is very possible that improved assess- 
ment procedures leading to uniform 
assessments may change the rankings of 
specific land uses. 

Similarly, cities generally have very 
poor management practices. If they 
actually made the accounting studies 
implicit in the ability to allocate gov- 
ernment costs to different uses, they 
might reorganize their expenditures so 
that the present allocation of expendi- 
tures among land uses may be inap- 
propriate. One might challenge the 
appropriateness of a delay in the en- 
couragement of land uses pending im- 
provements in other government pro- 
grams, but it should be recognized that 
the resultant land allocations may be a 
result of other inefficient government 
programs. 


III 


The allocation of government ex- 
penditures and government tax receipts 


is based on average relationships. The 
use of averages exposes the studies to 
error in two ways. First, what may be 
true for the average use in the city may 
not be true for that type of use by a 
new unit in a specific site. Gross 
analysis based upon average behavior 
may do a disservice to the city which 
often must decide on a particular use in 
a given neighborhood. The probable 
fallaciousness of averages is increased 
when we recognize that building tech- 
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nology, styles of marketing and living, 
and patterns of plant layout have 
changed over the years with the result 
that a new use may have implications 
for public finance quite different from 
the older use. 

Second, and equally important, is the 
point that the relevant comparison 
should not be concerned with averages 
but with marginals. The policy ques- 
tion is not what are the average situa- 
tions but what are the consequences of a 
change in land use. The averages will 
be different from the marginals not 
only when the use is new and specific as 
mentioned above, but also when we have 
an expansion of existing uses. The 
average cost of schooling may be high, 
but if housing does not result in an in- 
crease in needed school capacity, the 
marginal costs of the additional children 
may be low, while the marginal costs of 
a commercial development requiring 
street widening may be extremely high.* 


IV 


Our final point is concerned with the 
ticklish problem of projection of public 
costs. The analysis of government ex- 
penditures and revenues in the studies 
supporting the programs are based on 
the assumption of a constant relation 
between land uses and government costs 
and revenues. The error of “ averages ” 
has been mentioned. The problem of 
the assignment of public costs to specific 
land uses is even more complex. This 
problem can be broken down into 
several elements. First, these costs must 
be assigned to the specific events in the 


3 For a discussion of the differences between mar- 
ginal and average costs in community costs for 
servicing residences, see W. C. Wheaton and M. J. 
Schussheim, The Cost of Municipal Services in Resi- 
dential Areas, Housing and Home Finance Agency, 
Department of Commerce (Washington, D. C., 
1955). 
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city which “cause” them. Second, 


since policy usually implies a change in, 


land use, we must understand the 
dynamics of changes in fiscal relation 
with changes in land use. Both prob- 
lems are extremely difficult to resolve, 
and unfortunately we do not have a 
solution to these problems. 

In regard to the allocation of costs to 
“causes,” the usual approach is to dis- 
tribute the costs in proportion to 
assessed valuation or families. Some- 
times the justification for the allocation 
is based on benefits received, while at 
other times it is based on a very rough 
statement of the workload of the gov- 
ernment departments. In no case is 
there the necessary breakdown of the 
government services into its component 
work units followed by an analysis of 


the distribution of the work units 


among the land uses. Even if this were 
accomplished, the interpretation of the 


results would be difficult since we are 
confronted by the unsolved problem of 
joint costs. Most of the work units of 
public services perform several func- 
tions. We would have to estimate costs 
for each work unit and then allocate the 
actual dollar costs among these func- 
tions in order to allocate the costs to 
different types of land uses. This has 
proven a very difficult problem within 
the simple area of accounting for a firm, 
and it would prove even more difficult 
for public services. 

Further, the existence of indivisibilities 
is an important reason for the develop- 
ment of public services rather than rely- 
ing on private production. Fire or 
police or health protection for one use 
also provides some protection for other 
uses. The inefficiency of providing dis- 
crete packages of public services for an 
individual property owner encourages 
the government provision of services. 
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The same indivisibility complicates the 
allocation of the services to individual 
properties. It is not intended to imply 
that the effort would be unrewarding, 
but only to indicate that the proper in- 
terpretation of an analysis is hazardous 
and, further, that little confidence can 
be placed on figures which ignore these 
problems. 

An allocation of public costs among 
land uses implies that we have an under- 
standing of the determinants of the 
service levels—that is, that there is a 
useful theory of public expenditures. 
For instance, in one study the costs of 
police and fire protection were allocated 
to the central business district on the 
basis of its proportion of assessed valua- 
tion of the entire city. The argument 
is that the density of the area probably 
allows cheaper services, but at the same 
time congestion and the concentration 
of hazards probably increase service 
needs. Therefore, it was felt that a 
proportionate figure was reasonable. 
The implicit argument behind the allo- 
cation is that the types of land use in 
the central business district create the 
demand for the public services, which 
are then supplied. This argument is 
certainly rough and therefore may be 
easy to dispute. But the doubtful 
validity of any allocational rules, be- 
cause of the poverty of our understand- 
ing of the relation between land uses 
and public services, can be seen in an 
examination of a very careful empirical 
study which has many of the same ele- 
ments of the studies being analyzed. 

Herbert A. Simon was primarily in- 
terested in metropolitan consolidation 
and its effects on costs, service levels, 
and distribution of burden of public 
services. In his analysis he studied the 

4 Homer Hoyt Associates, Economic Survey of the 


Land Use of Evanston, 1949. Report to the Plan 
Commission of Evanston. 
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existing service levels of communities in 
the San Francisco Bay Area with special 
emphasis on nine East Bay cities and San 
Francisco. The major part of his 
analysis consisted of computations of 
costs of public services in each of the 
cities, assuming that each attempted to 
achieve the same service level. In order 
to do this, he assumed that the total 
combined expenditures of all the cities 
for one service was the budget which 
should be uniformly distributed. He 
then assumed that certain standards of 
services, as accepted by the various pro- 
fessional bodies of public administrators, 
were used as the basis of allocating the 
service among the cities. Therefore, 
each city would receive the same 
amount of the service relative to the 
problem giving rise to the service. For 
instance, a city might receive more 
police service than another if both were 
the same except that one had a down- 
town shopping district which required 
extra policemen, but both would receive 
the same degree of protection. 

Though one city had larger expendi- 
tures than another, the same level of 
services relative to need would have been 
achieved. As an example, “ the index 
of need for police services is made up of 
ten items: (1) the number of Part I 
offenses and arrests (murder, non- 
negligent manslaughter, rape, robbery, 
burglary, larcency, and auto theft), 
(2) number of arrests for Part II 
offenses (all other arrests excluding 
trafic), (3) number of miles of paved 
streets, (4) number of Part I offenses, 
(5) number of retail, wholesale, serv- 
ice, and manufacturing establishments, 
(6) number of drinking establishments, 
(7) number of injury traffic accidents, 


5H. A. Simon, Fiscal Aspects of Metropolitan 
Consolidation, Bureau of Public Administration, Uni- 
versity of California, Berkeley, 1943. 
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(8) number of traffic citations and 
arrests, (9) same as (4), (10) man- 
power requirements for major services 
as determined from items (1) to (9). 
The estimate of total man-power re- 
quirements for police protection is a 
weighted sum of these ten items.” ° The 
above variables are all related to land 
use or demographic characteristics of the 
city so that the levels of services are 
implicitly defined as a function of the 
land use characteristics of the city which 
“caused the need ” for the service. 
How close are the actual expenditures 
among the cities relative to the figures 
which were computed on the basis of 
the standards as developed by Simon 
from the work of the professional ad- 
ministrators? Remember that the stand- 
ards can be interpreted as an implicit 
statement of the determinants of the 
level of services. Table 1 is an analysis 
of some of the findings of Simon. The 
numbers in the table are the ratios of 
the actual to the estimated “ uniform 
service” expenditures, where uniform 
service can be understood as the amount 
which a city would spend if the stand- 
ards adopted were the proper indices of 
“need.” The last row and column are 
measures of the average variation in 
actual to “ predicted” expenditures by 
type of service and city respectively. 
The figures show a very marked range 
in the ratios. If one asked the ques- 
tion: “How should expenditures be 
allocated among land uses,” and if one 
used the standards of the public ad- 
ministrators to provide a basis for allo- 
cation, it would be clear that the errors 
would be tremendous. The use of 
standards as a basis of cost allocation is 
clearly inadequate. The standards may 
represent what a conscientious body of 


6 Ibid., p. 31. 





No. 3] 


public servants and disinterested scholars 
may think should be the basis for public 
services, but the public may be satisfied 
with much less or they may demand a 
great deal more of the service. 

One possible weakness in the stand- 
ards might be the lack of consideration 
of the wealth of the different com- 
munities. Albany and Piedmont in 
1940 were somewhat similar in area, 
population, and land use functions. 
Both were residential communities, but 
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rates, as can be seen in Table 2, were less 
than half those of the other com- 
munities. 

Table 3, which is a summary of 
Table 2, bears this point out more 
strongly. 

The property tax rate necessary to 
maintain the uniform level of services 
summarizes both the fiscal capacity and 
service needs data for a city as generated 
by its land use characteristics. The 
higher the rate, the less the capacity 


TABLE 1 
Ratios or Actua, To ComMpurep UNIForM Servick EXPENDITURES FOR SELECTED 
AND Torat Municipar Services 1N 10 East Bay Cities, 1940* 


Alameda 
Albany 


Total Expenditures 

Fire Protection 

Police 

Streets 

Recreation 

Sewage Disposal 

Mise. Protection 

Libraries 

Street Cleaning 

Health 

General Government ... : 
Coefficient of Dispersion’. AQ =AO 


* Computed from Simon, op. cit., p. 41. 
1The sum of the absolute differences between the ratios and 1.00 divided by the number of 


observations. 


Emeryville 


Piedmont 
Richmond 
Dispersion ' 


El Cerrito 
San Francisco 


San Leandro 
| Coefficient of 


ew 
7 2) 
=I 


ee tt et 
bv bo a1 
WOOO Ue 


oat tt 
BRESRS 


No account was taken of any ratio less than .10 on the assumption that the city 


does not make an effort to provide this service at a regular level. 


Piedmont housed a much higher income 
level than Albany. In 1940 the per 
capita assessed valuation of Piedmont 
was 267 per cent that of Albany. The 
consequences of this difference in the 
incomes of the residents are seen in the 
differences in the level of public serv- 
ices; Piedmont in general maintains far 
higher service levels than Albany. But 
Piedmont generally maintains services 
below the uniform level though its tax 


relative to the need. Table 3 shows that 
the higher the rate necessary to main- 
tain uniformity, the higher is the actual 
tax rate and the lower the average ratio 
of actual to uniform level of services. 
There is nothing surprising about these 
figures. They show that taxes vary less 
than either services or “need” and 
“capacity,” that the lower the ability 
to purchase services relative to need, the 
greater sacrifice that will be made and 
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it is probable that the levels of accom- 
plishment will still be low. 

The above pattern of behavior has 
been repeatedly demonstrated in many 
studies of other public bodies (state 
governments‘) and for household ex- 
penditures on specific commodities. If 
a good is a necessity, its demand curve 
will be inelastic both in regard to 
changes in its price and the income of 
the purchasers. In less technical 
language we can assert that a | per cent 


TABLE 2 


Service Levers aNp Tax Errort 


Ratio of 
Actual to 
Estimated 
“Uniform 
Service ” 
Expendi- 

tures * 


Actual 
Effec- 
tive 
Tax 
Rate? 


Rate to 

Maintain 
Uniform 
Service * 


(1) (2) (3) 

Alameda 770 5.204 6.791 
| eer A428 5.230 
Berkeley 669 5.057 
Emervville .... 513 2.422 
Oakland 748 4.852 
Piedmont 890 4.936 
San Leandro ...  .705 4.022 
El Cerrito .282 4.137 
Richmond Al3 5.083 
San Francisco .. 1.343 3.937 

*H. A. Simon, op. cit., p. 41. 

** Ibid., p. 52. Column 2 is the actual tax 
rate after adjustment for a uniform assessment 
ratio for each city. 


decline in the price of such a commodity 
or a 1 per cent increase in the incomes 
of the purchasers will lead to less than a 
1 per cent increase in the sales of the 
commodity. With an increase in in- 
come individuals may buy more of the 
goods and therefore spend more for 
them; they will, however, spend a 
smaller percentage of their income on 
them if they are goods of this type. 

7 Alvin Hansen and Harvey Perloff, State and 


Local Finance in the National Economy (Norton, 
N. Y., 1944). 
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This can be seen in the comparison of 
Piedmont and Albany. Assume that 
per capita assessed valuation is an index 
of the income of residents of a city. 
The difference in per capita assessed 
valuation is an index of the income of 
residents of a city. The difference in 
per capita assessed valuation between 
Piedmont and Albany is 168 per cent 
of the Albany level, while the differ- 
ence in their per capita public expendi- 
tures is 111 per cent of the Albany per 


TABLE 3 
CoMPaRISON OF AveRAGE TAX Rare NECESSARY 
TO MAINTAIN UNIFORM SERVICES AND 
ActuaL AVERAGE RATE 


Average 
Ratio of 
Actual 
to 
Uniform 
Level of 
Services 


Average 
Rate 
Neces- 
sary to 
Maintain 
Uniform 
Services 


Average 
Actual 
Effec- 

tive 
Tax 
Rate 


5 cities with high- 
est rates neces- 
sary to maintain 
uniform level of 
services 

5 cities with low- 
est rates neces- 
sary to maintain 
uniform level of 
services 


4.03 84 


capita expenditures. The “need” of 
the two communities for the public 
services as estimated by Simon is almost 
the same, $31.1 per capita in Albany 
and $32.4 in Piedmont, and therefore 
the use of per capita figures is meaning- 
ful.” One might have argued that per 
capita figures were irrelevant if the 
cities were sufficiently different so that 
quite different “ needs” were felt, but 
both are residential communities with 
similar “ needs.” The corollary of the 
above figures is that Piedmont makes 


S All figures computed from data in Simon, 


op. cit., pp. 41, Tae 
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less of a tax effort relative to its wealth 
and achieves a higher level of services. 
The level of income or wealth of a com- 
munity will partially determine the level 
of public services it will maintain and 
the fiscal sacrifice it will make. 


It would be pleasant to the analyst if 
income differentials were sufficient to 
explain the variations among cities, but 
unfortunately income differences are in- 
sufficient to explain the “ errors” in the 
use of standards as a prediction of allo- 
cations. Though there exist differences 
among cities according to the ratio of 
wealth to need, there also exist great 
differences within any city in regard to 
the levels of specific services it main- 
tains relative to its “ . 


need.” A com- 


parison of the expenditure levels of ' 


Piedmont and Albany on the various 
services (see Table 1) indicates a differ- 
ential among the services so that a 
simple adjustment by income cannot ex- 
plain the differences. 

The further instability in the use of 
standards for cost allocations can be 
seen in comparing the Simon findings 
for El Cerrito with the above figures for 
Piedmont and Albany. El Cerrito is a 
dormitory city adjoining Albany. It 
has a somewhat higher income level. 
The increase in per capita assessed valu- 
ation of El Cerrito property over 
Albany is 45 per cent of Albany 
property and the increase in per capita 
expenditures is 47 per cent of Albany. 
This figure implies a unit elasticity of 
demand for public services which in- 


dicates a contradiction with our pre- 
vious comparison of Albany and Pied- 
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mont. But this conclusion would be 
too hasty. 

The pattern of El Cerrito settlement 
is different from the other two com- 
munities in that it was much less densely 
occupied. The low density means a 
higher cost to maintain the same level 
of public services, so that the expendi- 
tures necessary to maintain a uniform 
level of services per capita in El Cerrito 
are 233 per cent that of Albany. For 
instance, El Cerrito had in 1940 157 per 
cent of the miles of street that Albany 
had and 246 per cent of the miles of 
sewers of Albany. In summary, the El 
Cerrito income or wealth is higher, but 
its density forces much higher costs so 
that its expenditure increased in pro- 
portion to its wealth and its services per 
“need ” actually declined.” 

The differences in El Cerrito, Pied- 
mont, and Albany are small compared 
to those we would have found if these 
cities also contained commercial and in- 
dustrial districts. The difficulties in the 
use of standards or other average figures 
computed on any other basis cannot be 
easily overcome, no matter how urgent 
the need for these figures for planning 
purposes. Any attempt to derive causal 
figures, even on a superficial level, is 
beset by all the difficulties which con- 
front the analysis of the budgets of any 
economic unit. In the case of govern- 
ments these difficulties are tremendously 
compounded since the unit is a com- 
posite of households and firms and we 
have few insights as to how to aggre- 
gate these units. 


9 All figures in this paragraph are computed from 
Simon, op. cif., pp. 41, 52, and 62. 





THE KANSAS CITIZENS EXAMINE 


THEIR 


PROPERTY TAX 


JOHN D. GARWOOD * 


INTRODUCTION 


ae cause celebre of the launching 
of hundreds of treatises in taxation 
and the source of approximately 88 
per cent of local government revenue is 
the property tax. No contemporary 
tax has engendered such Satyagraha-like 
manifestations among its constituents 
as has this particular tax. Although 
the property tax has been modified in 


application and supplemented by other 


sources of revenue in many states, yet 
the criticism of it remains strikingly the 
same from generation to generation. 

The continuum of this criticism is 
that of the inequality of the property 
tax, an inequality with many facets. 
For example, in 1931 the New York 
Tax Commission reported that: 


The general property tax and its al- 
most entire constituent, the real estate 
tax, are in a state of debilitation and 
confusion. Inequalities in assessment, re- 
sulting from lax methods of appraising 
property by men frequently unqualified 
for their work and lacking proper gauges 
of value, are responsible for low assess- 
ment, and the difficulty ascertaining full 
value in the face of infrequent sale prices 
and great corporate holdings only com- 
plicate the situation still further. 

The taxes that would normally be dis- 


* Dr. Garwood is Professor of Economics at Fort 
Hays Kansas State College. 
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placed among counties and townships are 
partly offset by equalization. Small 
properties are generally discriminated 
against in favor of the larger ones, it 
being more difficult to appraise the latter. 

. . But these differences pale into in- 
significance beside the glaring inequalities 
of individual assessment in general.’ 


In the state of Kansas, House Bill No. 
120 passed by both houses and approved 
by the Governor in 1953 notes that: 


Whereas, Surveys and studies of real 
property assessment in this state have dis- 
closed wide variations in the ratio of as- 
sessed value to sale or true value; and 
Whereas, some of the inequalities ob- 
served in Kansas have been: (a) Inequal- 
ities among properties of the same type 
within the state; (b) lack of uniformity 
of assessment of property among various 
counties of the state, and also, a lack of 
uniformity of assessment of like prop- 
erty within a single county; (c) differ- 
ences in the treatment of various classes 
or types of property, and (d) discrimina- 
tion in assessment between large and 
small properties; and Whereas, the lack 
of uniformity in assessments results in 
inequalities among counties, political sub- 
divisions within counties, and to individ- 
ual taxpayers...” 


1 Chester Baldwin Pond, “ Full Value Real Estate 
Assessment as a Prerequisite to State Aid in New 
York,” Special Report of the State Tax Commission, 
No. 3 (1931), pp. 7-29. 


*County Committee Manual, State of Kansas, 


1953, pp. 1-2. 
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In Kansas in the 1950’s it had become 
increasingly apparent that the inequali- 
ties of the property tax were not being 
met by legislative action. Revision of 
the assessment procedures had been sug- 
gested by the Tax Code Commission in 
1931 and again pointed up by the Legis- 
lative Council in 1941. The state gov- 
erning body had not seen fit to take 
action. 

The motivating force for change 
came from groups directly affected. The 
initial meeting groups in June 1952 in- 
cluded the Farm Bureau, League of 
Kansas Municipalities, Kansas State 
Teachers’ Association, Kansas Bankers’ 
Association, State Chamber of Com- 
merce, and Kansas State College. Other 
interested groups joining later in the 
deliberations on the property tax prob- 
lem included the Kansas Livestock As- 
sociation, Wheat Growers’ Association, 
Commission of Revenue and Taxation, 
Legislative Council Taxation Commit- 
tee, Committee on Joint Assessment 
Problems of the League of Kansas 
Municipalities, Kansas University, 
Kansas State College, Farmers’ Union, 
the Grange, Kansas Building and Loan 
Association, and the Kansas Industrial 
Development Commission.” 

It was the intent of these groups to 
develop a tentative program for prop- 
erty tax improvement which the Gov- 
ernor of the State could recommend to 
the legislature. The end product of 
this grass roots activity in the state of 
Kansas was House Bill No. 120 which 
was designed to set in motion a state- 
wide study and appraisal of the property 
tax by the people of the state as well 
as the pertinent agencies of the state 
government. 


3 Report of the Kansas Citizens Commission on 
Assessment Equalization (November 1954), pp. 11-12. 
(The author has secured a good portion of the in- 
formation presented from this Report.) 
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House Bill No. 120 set up a 22-man 
commission composed of 18 representa- 
tives of farm groups, schools, industrial 
organizations, political subdivisions of 
the state, along with four ex-officio 
members who were the chairman and 
vice-chairman of the house and senate 
committees on assessment and taxation. 
This committee was to co-ordinate the 
study and make final appraisal of recom- 
mendations for improving property tax 
administration in the state. The com- 
mission approached the problem in sev- 
eral ways. 

Public hearings were held in which 
various organizations representing the 
different interests in the state could pre- 
sent their views and recommendations 
for improving property tax procedure. 
The groups that appeared included the 
air lines, Associated Industries of 
Kansas, Congress of Industrial Organi- 
zations, Kansas Association of Real 
Estate Boards, Kansas Committee of 
Farm Organizations, Kansas Farm 
Bureau, Kansas Electric Power Indus- 
tries, Kansas Livestock Association, 
Kansas Railroad Industry, Kansas Sav- 
ings and Loan League, Kansas State 
Chamber of Commerce, Kansas State 
Federation of Labor, motor carrier in- 
dustry, oil and gas industry, state and 
local officials, Rural Electric Coopera- 
tives, and telephone organizations. 


On a county level, “local tax study 


groups ” were initiated, 104 of the 105 
counties of the state co-operating. A 
“ pilot ” county study was made prior 
to organization of other county studies 
and the experience of this county was 
made available to them. As a result of 
the efforts a County Committee Manual 
was prepared suggesting methods of 
procedure for approaching the problem. 

The property tax problems of the 
various counties were examined through 
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the media of the open forum and a com- 
mittee, usually of 10 or 12 prominent 
citizens, attempted to record (and per- 
haps mold) the opinions set forth at 
these meetings. The local findings were 
recorded and passed on to the Commis- 
sion. Ninety-nine of the 105 counties 
submitted reports to the Commission. 

In addition to hearings and county 
studies the Commission had access to 
information supplied by the Research 
Department of the Legislative Council 
and the Commission of Revenue and 
Taxation. 

The findings of the State Citizens 
Commission and their recommendations 
for improvement are set forth below. 
The findings cogently point up the fact 
that the inequities resulting from faulty 
assessment throughout all levels of gov- 
ernment in the state have completely 
undermined the property tax structure. 
The decadence found in the administra- 
tion of the tax was worse than the 
critics had alleged. 


The Inequalities * 


The level of assessment among the 


counties. The statutory requirement 
that all tangible property be assessed at 
100 per cent of true value was shown 
to be violated in every county in the 
state. Nemaha county came closest to 
observing the state statutes, with as- 
sessment averaging 49 per cent of true 
value; Rawlins county was low, with 
assessments only 12 per cent of true 
value. The average assessment for the 
state was approximately 23 per cent of 
true value. Generally speaking, with a 
few exceptions, the eastern counties as- 
sessed at closer to true value than the 
western counties. As you proceed west 
in the state, population and urban areas 
thin out. It appears that county popu- 


1 Ibid., pp. 21-53. 
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lation and true value assessment go hand 
in hand. In the western 31 counties 
there is only one county which assesses 
at over 25 per cent of true value. 
Twenty-three of these 31 counties assess 
at less than 20 per cent of true value. 

Rural assessment versus urban assess- 
ment. Paradoxically, in light of the 
above, it was revealed that in most 
counties rural properties were assessed 
at closer to true value than urban prop- 
erties. The rural property of 80 coun- 
ties was assessed at a higher level than 
the urban property of those counties, 21 
counties assessed urban at a higher rate 
than rural, while in 4 counties there 
seemed to be no noticeable difference in 
levels of assessment. In some counties 
rural property was assessed at twice the 
rate used for urban. 

Individual assessments. The assess- 
ment sales-sampling method was utilized 
in obtaining these data. For rural 
property in one selected Kansas county 
with an average assessment of 16 per 
cent of true value, it was found that the 
distribution of assessment ran from 9 
per cent of the assessments within 10 per 
cent the county average to 39 per cent 
of the assessments varying from 60 per 
cent from the county average. Table 1 
indicates these discrepancies. 

Thus, a $10,000 farm if assessed at 
the average rate would be assessed at 
$1,600, while those assessed at a variance 
of 50 per cent from county average 
might be assessed at $2,400 or $800. 
The study showed that all Kansas coun- 
ties indicated the same discrepancies in 
individual assessments. 

Properties of varying value. The 
survey indicated that property of low 
value was apt to be assessed at closer to 
true value than a more valuable piece of 
property. This was noted for both 


urban and rural assessments. 
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Personal property. A 10 per cent 
sample study was made of 1953 per- 
sonal property schedules in six counties 
by the Research Department of the 
Legislative Council. The sample would 
seem to indicate widespread personal 
property evasion. Table 2 shows the 
picture in Crawford County.’ It will 
be noted that the number reporting 
cameras, photo equipment, luggage, 
golf equipment, diamonds and jewelry, 
phonographs or recorders, pictures or 
works of art, libraries, gold or silver 


TABLE 1 
DIstTRIBUTION OF RurAt ASSESSMENTS IN A 
Kansas County, Meptan Ratio 
16 Per Cent or True VALue 


Differential from County 
Average 


Percentage 


Within 10% of county average .. 

Variance of 11-20% from county 
average 

Variance of 
average 

Variance of 31-40% 
average 

Variance of 
average 

Variance of 
average . 

Over 60% variance from county 
average 


from 


ware, garden tools and power equip- 
ment, air-conditioning or heating units, 
and firearms number less than one per 
cent. Only around three and one-half 
per cent of the schedules list watches. 

Intangibles. | Obviously currency 
holdings in a state must be esti- 
mated. In February, 1950 on a na- 
tional basis, it was found that money 
in circulation outside of banks was 
equal to 29.2 per cent of adjusted 
demand deposits. The survey assumed 


5 Tbid., p. 32. 
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the national average was applicable to 
Kansas. Using this method of calcu- 
lating the amount of currency in the 
hands of Kansas citizens, total demand 
deposits and currency were approxi- 
mately $1,380,665,000 in 1950, a figure 
more than five times the assessed valu- 
ations for demand deposits and cur- 
rency. The actual figure was 18.7 per 
cent. Percentagewise for the counties, 
the ratio of assessed to true value ran 
from a low of 5.9 per cent to a high of 
46.4 per cent. 

In the field of stocks and bonds esti- 
mates indicate that considerably less 
than six per cent of stocks and bonds 
held by Kansans find their way to the 
assessment rolls. In 1952 a study was 
made of stock ownership by the Brook- 
ings Institute which covered 3,954 issues 
of 2,991 corporations. It was noted 
that 10,495,000 common and 745,000 
preferred shares belonged to residents 
of Kansas. The value of these shares 
was estimated to be about $691,000,000. 
Assuming that this figure represents 
total stock and bond holdings in Kansas 
(this figure does not include bond hold- 
ings nor holdings of stock not included 
in the Brookings data) the assessed 
value of stock and bonds in 1950 was 
$39,000,000 for the state, or less than 
six per cent of the Brookings figure. 

Property covered by manuals. The 
county clerks in Kansas utilize a manual 
prepared by the County Clerk’s Asso- 
ciation. The manual lists the value to 
be given to particular articles including 
automobiles, trucks, farm machinery, 
refrigerators, deep-freeze units, motor- 
cycles, airplanes, trailer coaches and 
television sets. There is no question 
about it, where the manual is used there 
is a noticeable uniformity of assessment 
among counties and a value closer to 
true value is approximated. The manual 
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in many instances records value at from 
50 per cent to 60 per cent of true value. 

State-assessed properties. In almost 
all cases, property assessed by the state 
was assessed at a greater proportion of 
true value than that at a local level. 
Thus, while the locally assessed realty 
ranged from 12 per cent to 49 per cent 
of true value, the state-assessed prop- 
erty was uniformly assessed over the 
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a considerable number of vehicles were 
not subject to assessment. A not un- 
common example would be a college 
student who resides in one county and 
attends college in another. In more 
than a few instances his vehicle was lost 
in the shuffle. 

The Citizens Commission concludes 
this section by voting “ for every class 
of property, real, tangible personalty 


TABLE 2 
AMOUNT AND NUMBER OF SELECTED ITEMS oF PERSONAL Property RETURNED 
IN Crawrorp County (ProgecTep To 100 Per Cent Basep ON 
1,903 ScHepULES; A TEN Per Cent SAMPLE) 


Number 
Item 


Cameras, photo. equip’t, luggage, golf 
equip’t 

Ref’s, deep freezes, etc. ............- 

Elec. motors and major elec. appliances 

Se OE PADI 6.556 Avie ish dn ces Seis 6ce 

Rugs and carpets 

Pictures, works of art 

Library (exempt $50) 

Pianos or organs 

Radios and receiving sets 

IPN Sa Saas sp aedkc nes 00seicbem 

Phonographs or recorders 

Furn. or other furnishings 

Diamonds and jewelry 

Watches 

Gold, silver, or plated ware 

Garden tools and power equip't .... 

Firearms 

Air-conditioning and heating units . 

LP gas tanks 


Grand total 


Reporting Reporting 


Per Cent Per Cent Average 
of Total Assessment 


Assessment 


18% 
77.40 
54.91 


4,200 
558,100 
185,100 
59.37 246,650 9.60 
31.84 137,900 5.37 

10 200 Ol 

10 300 O01 
10.61 47,250 1.84 
71.15 98,400 3.83 

79,400 3.09 

4,150 16 

1,207,000 46.99 
10,500 
9,100 
3,100 


16% 
21.73 
7.21 


$ 28.00 
37.89 
17.71 
21.83 
22.75 
10.00 
15.00 
23.39 
72.68 
101.79 
46.11 
74.42 
75.00 
13.78 
38.75 
2,900 26.36 
1,450 or 8.48 
250 es 25.00 

79,000 84.94 


$2.674,950 $140.56 * 


* Obtained by dividing the totals in column (4) by 19,030 schedules. 


state. It was also noted that within the 
category of state-assessed property in- 
equalities exist between classes; and in 
some instances, valuations are not uni- 
form among taxpayers in the same class. 

Motor vehicles. As in other states 
where motor vehicles are assessed under 
the property tax along with personal 
property, and where no provision is 
made for correlating assessment with 
license registration, it was found that 


and intangibles; and for both state and 
local levels, a condition of inequality has 
been found that does not warrant an 
attitude of complacency.” ° 


The Recommendations 


For these glaring inequities no single 
unilateral solution was posed by the 
Commission. The sine qua non of any 
solution must be found in the field of 


6 Tbid., p. 39. 
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administration. It is here that the 
emphasis was placed. The recommen- 
dations of the study were made on the 
assumption that they could be effected 
within the existing constitutional frame- 
work. 

The assessor. It was recommended 
that the county commissioners in coun- 
ties with a population of 15,000 or more 
appoint a full-time county assessor. 
For counties of less than 15,000 popu- 
lation the Commission recommended 
that the county clerk should act as 
supervisor of assessments although a 
full-time county assessor might be ap- 
pointed if the county desired. It was 
thought that the county assessors should 
be given the responsibility for appoint- 
ment of their deputy assessors while the 
supervisor of assessments would be per- 
mitted to appoint his deputies for assess- 
ing real property. For personal prop- 
erty outside cities of the first and second 
class, the township trustee should be 
the deputy. 

It was recommended that the county 
assessor or supervisor of assessments ap- 
point an advisory committee representa- 
tive of the economic and geographic 
interests of the county to aid him in the 
determination of unit-land values, values 
of structures, productivity classification 
of agricultural land, and adjustments 
for location. 

It was suggested that rates of pay for 
assessors run from $3,600 annually in 
counties of less than 3,000 population 
to $7,500 for counties of over 90,000 
population. No particular qualifications 
were noted as a prerequisite for the job 
which it was recommended be filled by 
appointment by the county commission- 
ers who themselves are elected. 

The assessment procedure. The date 
of assessment would be changed from 
April 1 to January 1 on the premise 
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that balance sheets and income state- 
ments are prepared as of that date. It 
was proposed that real property be con- 
tinuously appraised. Thus, the prop- 
erty in a county would be under scrutiny 
not for just a few weeks every four 
years, but at all times. It was sug- 
gested that the assessing personnel con- 
tinuously assemble data dealing with 
sales, rentals, appraisals, bid-and-asked 
prices, production capabilities, location 
factors, and other evidences of value. 

As an aid in obtaining true values, 
county assessors would be made respon- 
sible for construction and maintenance 
of property-identification maps, land- 
classification maps, and utilization of 
other assessment devices developed by 
the state property valuation department. 

Each taxpayer would fill out his own 
personal property schedule listing all 
personal property in a fashion similar 
to that of the income tax return. The 
ony personal property requiring assess- 
ment would be that used in farming 
and business enterprises — stock, ma- 
chinery, fixtures, equipment, and in- 
tangibles. 

It was proposed that household goods 
and personal effects be exempt from 
taxation. There is now a $200 exemp- 
tion for these. Studies indicate that 
exempting household goods and personal 
effects would lower the property tax 
base less than one per cent, consider- 
ably less than this figure in some coun- 
ties. Offsetting this negligible loss of 
revenue would be the saving in assess- 
ment costs of personal property visita- 
tions to each household by the assessor. 
It is likely, too, that certain psychic 
benefits would accrue to the recipients 
of the exemption in that jewelry, ex- 
pensive cameras, and watches could now 
be publicly displayed and utilized the 
full twelve months of the year. 
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The Commission would require that 
assessment of all taxable property be at 
§0 per cent of market value. At the 
present time the law reads at full mar- 
ket value. This ratio to true value was 
arbitrarily chosen with several things in 
mind, that is, the differing levels of as- 
sessment among the counties, differing 
ratios of state-assessed to locally-assessed 
properties, effect on expenditure and 
debt control, revenue sharing, and the 
general effect of a new ratio to true 
value. 

All records and techniques used for 
securing valuations would be available 
for public inspection. 

Intangibles. Like other property, 
intangibles would be placed on the rolls 
at §0 per cent of true value. At the 
present time all intangibles are taxed at 
a §-mill rate in lieu of the general rates. 
This rate would continue. Presumably 
such alow rate would make the premium 
on evasion so low that “‘ honesty would 
be the best policy.” 

Motor vehicles. It is proposed that 
the tax on motor vehicles be assessed 
and paid at the time of license registra- 
tion. This tax would be in the nature 
of an annual excise tax in lieu of the 
property tax. 

County board of equalization. A 
seven-man board would be composed of 
three county commissioners (the pres- 
ent board) two members elected by the 
township trustees of all townships in 
the county, one member elected by 
mayors of all cities of the county, and 
one member elected by the president of 
all boards of education and the directors 
of all the common school districts in 
third-class cities in the county. The 
board would review the assessment rolls 
and hear complaints from individual 
taxpayers at designated intervals after 
the assessment rolls are completed. 
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State property valuation department. 
The Commission viewed this as being a 
major recommendation. A_ property 
valuation department would be created 
on a state level as a separate division 
from the State Commission of Revenue 
and Taxation. Its director would be 
appointed by the Governor and be classi- 
fied under civil service. A requisite for 
the job would be experience in property 
valuation and appraisal work, plus evi- 
dence of executive capacity. Three 
principal duties of the office would in- 
clude assisting local assessors and passing 
on techniques of assessment to them; 
equalizing assessments among counties; 
and arriving at valuation for state as- 
sessed properties. 

“The equalization job among counties 
requires a great deal of care.” It is 
recommended that 


Each county be informed as to where it 
stands relative to the 50 per cent of true 
value level required by statute. If a 
county stands more than five percentage 
points above or below this level, then a 
“conversion factor” must be certified to 
the county which will bring its level of 
assessment to standard. Thus, equaliza- 
tion among counties within a five per cent 
margin will be automatically achieved 
each year.‘ 


State-assessed property evaluations 
would be a function of the property 
valuation department. This function 
now is performed by the State Commis- 
sion of Revenue and Taxation, a body 
which also acts as a board of review 
when valuations are questioned. 

State board of equalization and ap- 
peal. The Commission of Revenue and 
Taxation would act in this capacity, a 
function it now holds. It may, upon 
its Own initiative or upon appeal from 
county boards of equalization, equalize 


7 Ibid., p. 74. 
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assessments between classes of property 
within a county; and upon appeal from 
county boards of equalization equalize 
assessments among individuals. It also 
hears grievances of taxpayers, county as- 
sessors, Or supervisors of assessments. 


Conclusions 


Under present Kansas laws approxi- 
mately 3,000 townships of the state 
are primary units of assessment. The 
change from 3,000 townships to 105 
counties as units of assessment is com- 
mendable. A greater uniformity of as- 
sessment would seem to be a concomitant 
improvement of such a change. 

Appointment of assessors rather than 
selection by popular election is com- 
mendable. The minimum rates of pay 


suggested for assessors are better than 
those maintained at the present time. 
Continuous assessment of real property 
along with increased use of manuals is 
a step in the right direction. 


Thirteen other states have abandoned 
the attempt to assess household goods 
and personal effects. Thus, over a 
fourth of the states have concluded this 
is administratively too difficult for their 
tax systems. It seems that the trend is 
to abandon as part of the tax base those 
items which people are reluctant to ad- 
mit as part of their taxable property. 
If A lives in an apartment or house 
which he furnishes elaborately with 
Chippendale furniture and a 24-inch 
colored TV set, it would seem that he 
has considerably more ability to pay 
than B who buys a two-bedroom house 
with one bathroom and a carport. Yet 
under the recommendation B would 
bear the property tax while A might 
conceivably escape if he owns no real 
property and his securities are among 
the more than 94 per cent not submitted 
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for property tax purposes by Kansans 
in a recent year. 

In the motor vehicle tax field, it is 
likely that any change in the method of 
handling the problem would be an im- 
provement. The most logical would 
seem to be that recommended by the 
Commission. 

The Commission views the establish- 
ment of a state Property Valuation 
Department as a major recommendation. 
Emphasis would be given to the prob- 
lems of the property tax by this in- 
dividual treatment. If the equalization 
formula for obtaining uniformity among 
the various counties is administratively 
feasible, this represents a great step 
forward. 

From the author’s point of view, one 
of the most revealing paragraphs in the 
Report deals with the section concern- 
ing assessors. The passage reads as 
follows: 


It will be noted that local control is 
still complete. Appointment is by the 
local county commissioners. No arbi- 
trary set of qualifications is imposed. 
They can appoint whoever they think 
will do the job right—and can let him 
go any time they are convinced he isn’t 
doing the job right.® 


The Report postulates use of the 
County Commissioners in much the 
same frame of reference as at present. In 
Ellis County, the author’s home county, 
the three county commissioners are 
each elected for two-year terms at a 
salary of $182.50 a month. The Ellis 
County Commissioners are composed of 
one retired farmer and two farmers still 
active. They work about two days per 
week, with a heavier work load after 


8 [bid., p. 71. 
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the assessment rolls have been completed 
in the spring. 

The heart of the problem of the prop- 
erty tax rests with adequate assessment, 
and adequate assessment in turn requires 
a well qualified assessor. Using the rates 
of compensation suggested in the Re- 
port, in 88 of the 105 Kansas counties 
this would mean an annual salary for 
assessors of less than $5,000; in 13 
counties the range would be from $5,000 
to $6,000; and in 4 counties salary 
would exceed $6,000, with $7,500 top 
limit (1950 census figures for county 
population). 

The author contends that the Report 
recommendations provide little aid or 
direction in securing qualified personnel. 
First of all, the salary scale is too low. 
Although the Report notes these as 
minimums, it is not at all unlikely that 
these would be maximums. 

Coupled with the low salary brackets 
is the insecurity of job—no arbitrary 


qualifications are imposed, and in addi- 
tion, the assessor canbe dismissed at 
the will of the County Commissioners. 
County Commissioners come and go, 


presumably assessors would too. The 
recommendations seem to presume that 
the elected Commissioners are qualified 
to select and hire a “ good man.” By 
the same token, they are presumed 
qualified to judge when his term of em- 
ployment should be terminated. 

Now certainly the capacity to detect 
a bad egg is not indicative of the capac- 
ity to lay a fresh one. Nevertheless, 
the author would like to offer a com- 
ment in this area. 

If we assume that the salary mini- 
mums are too low, how shall this prob- 
lem be handled? The author would 
recommend that the state unit of gov- 
ernment arbitrarily grant aid to the 
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counties for paying their assessors say, 
a minimum grant-of $3,000 per county 
or 60 per cent of the minimum salary 
recommended by the Report, whichever 
is higher. This would mean additional 
state expenditures of somewhat less than 
one-sixth of one per cent of the state’s 
annual revenue. Better assessment and 
collection would bring in additional 
revenue to the state which utilizes the 
property tax, thus, to some extent it 
would be self-liquidating. It is as- 
sumed that the county will continue to 
pay the figure noted in the Commission’s 
Report. 

The author views this as the only 
method of compensation which will as- 
sure a payment of salaries high enough 
to attract competent personnel. It is all 
very well to argue that counties should 
pay their own personnel. The plain 
act is that they don’t pay them salaries 
commensurate with the responsibilities. 
In Kansas, an agricultural state, the 
commissioners are apt to be God-fear- 
ing men who are not prone to dispense 
public funds freely or with a lavish 
hand. Generally speaking, they are 
frugal and not given to spending their 
substance or time in riotous living. A 
penny saved is considered earned. Good 
government is presumed to be a frugal, 
penny-pinching government. Experi- 
ence indicates that this does not call 
forth good assessment personnel. 

Further, it seems logical that the 
position should be one which offers 
tenure and security as well as an ade- 
quate stipend. The author would 
recommend permanent State Civil Serv- 
ice with the candidates offering a mini- 
mum of a bachelor’s degree, with law 
degrees looked upon with favor. Can- 
didates for the job would be required 
to be residents of the county, with a 
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certain amount of qualifying experience 
to go along with the academic back- 
ground noted. 

The author would recommend that 
the seven-man equalization board noted 
earlier (composed of the county com- 
missioners and elected representatives 
from cities, school districts, and farm- 
ing areas) in consultation with the 
property valuation department of the 
state government, select the assessors 
under approved state civil service regu- 
lations. The job would be permanently 
under civil service. 

In most of our states we are now 
penny-wise and pound-foolish in our 
local governmental affairs. Thus, we 
staff our county tax offices with a mi- 
grant type of personnel, individuals 
who are jack of all trades—bookkeepers 
from the garages, ex-clerks from the 
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dry good stores, wall paper hangers, 
marginal or perhaps submarginal farm- 
ers, snooker devotees, and so on. 

This is not to say that these harassed 
people do not work hard or do the work 
to the best of their ability. It is to say, 
however, that if we raise our sights and 
secure better personnel through the 
media of better salaries and security of 
position, it seems likely that we may 
come even closer to solving our property 
tax problem. 

The Kansas Citizen’s Report has 
much to recommend it. It represents 
a step in the right direction. It has 
failed, however, to recognize and act 
upon the most crucial area of local gov- 
ernmental tax problems. Until this 


next step is taken it seems likely that 
the state will continue to be plagued 
with a property tax poorly administered. 





THE CENTRALIZATION OF GOVERNMENT EXPEN- 
DITURES FOR EDUCATION AND HIGHWAYS 
IN NORTH CAROLINA 


CHARLES E. RATLIFF, JR. 


[S the early thirties North Carolina 
assumed financial responsibility for 
the basic school term and all rural roads 
thus becoming the most centralized 
state in the country with respect to 
these two governmental functions. 
Since then other states have taken simi- 
lar action, but North Carolina has con- 
tinued to move in the direction of 
greater centralization of expenditures 
and is now the most centralized of the 
larger states.’ 


* The author is an Associate Professor of Eco- 
nomics at Davidson College, Davidson, North Caro- 
lina. 

This paper is based largely on a doctoral disserta- 
tion completed in 1954 at Duke University under 
the direction of Dr. B. U. Ratchford. 


sented at the Annual Conference of the Southern 


It was pre- 


Economic Association in Atlanta, Georgia, on No- 
vember 11, 1955. 


1QOnly two states, New Mexico and Delaware, 
supply a larger proportion of school funds: 88.0 
and 87.5 per cent, respectively, compared with 78.6 
per cent in North (“Statistics of State 
School Systems,” Biennial Survey of Education in 
the United States, 1948-1950, p. 20). All rural 
roads in Delaware and West Virginia and those in 


Carolina 


all but three Virginia counties are under state con- 
trol, but in 1952 North Carolina was the only state 
in which local governments made absolutely no rural 
road expenditures other than for debt service (U. S. 
Bureau of Public Roads, Highway Statistics, 1953, 
p. 90). 


The purpose of this paper is to pre- 
sent my findings with respect to (1) 
why the state assumed financial respon- 
sibility for roads and schools, (2) the 
extent to which expenditures for these 
functions have been further centralized 
and the reasons for this movement, and 
(3) the results under the centralized 
arrangement. 


Summary of Developments Before 1931 


The period before 1931 is character- 
ized by increased state participation in 
expenditures for both education and 


highways. In the early years of North 
Carolina’s history the consensus was 
that parents were responsible for edu- 
cating their children; and the law 
placed upon the county collegiate courts 
the responsibility for road building and 
maintenance. Early in the nineteenth 
century there began an agitation for 
public support of education and an im- 
proved highway system, part of which 
would be constructed by the state. 
About 1840 North Carolina’s first pub- 
lic school system, jointly supported by 
the state and counties, was launched, 
but local governments remained re- 
sponsible for the little road work that 
was performed. 
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At the turn of the present century 
state support of the public school sys- 
tem, which was re-established after the 
Civil War, was increased in the form of 
equalization grants to the counties. 
The annual amount of these grants, 
which were intended to make school tax 
rates among the counties more equal, 
grew from $100,000 to $6.5 million for 
each year of the 1929-1931 biennium. 
Some state aid was granted the counties 
for highway support beginning in 
1915,” but major state participation in 
highways before 1931 was the con- 
struction of the state highway system 
begun in 1921. To construct the sys- 
tem, which comprised nearly 10,000 
miles in 1931, the state issued $115 mil- 
lion of bonds; other funds, as fedéral 
aid and donations, brought the total in- 
vestment to about $178 million, exclu- 
sive of the value of improved roads 
taken over from the counties. 

With respect to the increased state 
participation before 1931, there were 
two differences between education and 
highways. First, state participation in 
highways came at a later date. Sec- 
ondly, most of the state participation in 
the highway function was on a differ- 
ent basis: whereas the state aided the 
local units in supporting their school 
systems, the state highway system was 
completely separate from the county 
system with respect to administration, 
control, and support.* 


2 The first aid was in the form of technical as- 
sistance and advice; during the 1919-1921 biennium 
money was granted the counties to enable them to 
match the federal grants; and during the 1929-1931 
biennium $3 million a year was granted the counties 
for road maintenance and debt service. 


3 For detailed accounts of the developments before 
1931, see M. C. S. Noble, A History of the Public 
Schools of North Carolina (Chapel Hill: University 
of North Carolina Press, 1930), C. K. Brown, The 
State Highway System of North Carolina (Chapel 
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First Round of Centralization, 
1931-1933 


North Carolina assumed financial re- 
sponsibility for the basic school term 
and all rural roads at about the same 
time,* and in a broad sense the same 
forces operated to bring about both ac- 
tions. The action in each case was a 
culmination of events dating back for 
decades, but the immediate cause was 
the acute financial difficulties of the 
time. Local governments during the 
twenties had rapidly expanded their 
services, increasing tax levies and bor- 
rowing heavily; ° as economic depres- 
sion set in they found their principal 
source of revenue drying up, while at 
the same time they were feeling the full 
effects of servicing the recently in- 
curred debt. Consequently, the pro- 
vision of services for which they were 
responsible became difficult or impossi- 
ble, and many of them were defaulting 
on their debts." Meanwhile, property 
owners were clamoring for tax relief. 

Armed with findings and recommen- 
dations of various commissions and re- 


Hill: University of North Carolina Press, 1931), 
and Paul V. Betters (ed.), State Centralization in 
North Carolina (Washington: The Brookings Insti- 
tution, 1932). 


4 The state assumed complete responsibility for 
maintenance and construction of all rural roads in 
1931 (Public Law of North Carolina, 1931, chap. 
145); assumption of responsibility for the basic 
school term was a two-step procedure: the consti- 
tutional six-month term in 1931 (ibid., 1931, chap. 
430) and an eight-month term in 1933 (ibid., 1933, 
chaps. 282, 562). 


5 Between 1921 and 1930 property taxes levied by 
local governments more than doubled ($28.3 mil- 
lion to $62.7 million) and during the twenties they 
spent $300 million of borrowed funds. (Report of 
the Tax Commission, 1930, p. 359.) 


8 By the middle of 1933, 62 of the 100 counties, 
152 of the 260 cities and towns, and approximately 
200 districts were in default. (Report of the Local 
Government Commission, 1936, p. 5; 1942, p. 5.) 
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search agencies,’ Governor Gardner in 
his message to the 1931 General As- 
sembly renewed ® his recommendation 
that the state take over all county roads 
and called for an increased equalization 
fund to help finance an eight-month 


school term. The legislature adopted 


the Governor’s proposal regarding roads 
practically as outlined, but, in estab- 


lishing a  state-supported six-month 
school term, it went much further than 
he proposed. The road bill was passed 
with relative ease, but principally be- 
cause of the difficulty of finding addi- 
tional revenue the school measure did 
With eco- 
nomic conditions worse in 1933, an- 
other rough battle occurred before state 
support was extended to include an 
eight-month school term. 


not have such easy going. 


Many arguments were advanced for 
and against state support of schools and 
county roads, but the principal ones 
concerned (1) tax relief, (2) economy 
in operation, and (3) local self-govern- 
ment. Property tax relief was the lead- 
ing argument for state support of both 


schools and roads. In the school issue 


7 The State Tax Commission, in its 1928 and 
1930 reports, and the Institute for Government Re- 
search of the Brookings Institution, in its Report on 
a Survey of the Organization and Administration of 
County Government in North Carolina (Washing- 
ton: The Brookings Institution, 1930), recommended 
complete state responsibility for county roads. The 
County Road and Finance Survey, carried out by 
Commission, Tax Commission, and 


3ureau of Public Roads, recommended state 


the Highway 
GS 
supervision of local road functions in the interest 
of efficiency. The Educational Commission, which 
reported in 1931, recommended increased state sup- 
port of an eight-month school term under the dual 
system of state and local support then in use. 


8 He had made the recommendation to the 1929 
Assembly, which chose to grant property tax relief 
by helping the counties through the County Aid 
Road Fund. 
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proponents only mentioned improved 
operating economy in 1931, but in 
1933, when people were most vocifer- 
ous in their demand for reduced gov- 
ernment spending, this point was em- 
phasized. In the highway issue the 
economy argument was more pro- 
nounced than in the case of schools. In 
both cases, but particularly with respect 
to schools, it was argued that state sup- 
port would undermine local self-gov- 
ernment and reduce local initiative. 
The strongest objections to state sup- 
port of schools came indirectly from 
interests who were against the imposition 
of new taxes. 

In this time of crisis, then, both the 
public and the local governments turned 
to .he state for help, and this was 
granted, not by increasing subsidies that 
were already established, but by having 
the state assume responsibility for func- 
tions that had been traditionally local 
functions. Additional state aid was 
necessary to assure a continuation of 
these services, and it was largely in the 
interest of economy that complete state 
support was chosen. 


Further Centralization Before 1949 


There was increased centralization of 
expenditures for both highways and 
education in the decade and a half fol- 
lowing the revolutionary actions of 
1931 and 1933. The 1935 legislature 
appropriated $500,000 to be used for 
maintenance of city streets ‘forming a 
part of the state highway system, this 
being in addition to state maintenance 
of system streets in towns of less than 
3,000 population.” In subsequent legis- 
lation non-system streets were included, 
provided funds remained after the sys- 
tem streets were cared for, and the ap- 


Public Laws of North Carolina, 1935, chap. 213. 
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propriation was increased to $2.5 mil- 
lion.*° 

Having inaugurated state support of 
an eight-month, 11-year school pro- 
gram in 1933, the General Assembly 
extended state support to include the 
12th year beginning with the 1942-43 
school year and the ninth month in the 
following year.'' Horizontally, this is 
the total program, but, vertically, the 
local units are allowed to supplement 
the state standard. 

The factor behind the extension of 
state support to include the whole 
school program was an attempt to equal- 
ize educational opportunities through- 
out the state, while the appropriation of 
state funds for maintenance of city 
streets forming a part of the state high- 
way system was in recognition of the 
fact that municipalities had received 
unequal treatment in 1931. 


Second Round of Centralization, 
1949-1953 


The period 1949-1953 may aptly be 
termed the second round of centraliza- 
tion of expenditures, for in this mid- 
century period long strides were taken 
by the state in both the education and 
highway fields. In education the initial 
move was made in 1949 when the state 
began to grant aid to the local govern- 
ments for capital outlay. As a result 
of curtailed building during the depres- 
sion and war, and increasing enroll- 
ment, there was an urgent need for new 
school buildings in the post-war period. 
Since many counties were not able to 


10 Increased to $1 million in 1941 and $2.5 mil- 
lion in 1949. Public Laws of North Carolina, 1941, 
chaps. 107 and 217; Session Laws of North Carolina, 
1947, chap. 290; 1949, chap. 1249. 

11 Public Laws of North Carolina, 1941, chap. 
158; Session Laws of North Carolina, 1943, chap. 
255. 


finance the construction needed, it was 
proposed that the state help the coun- 
ties.'" Faced with this need, the 1949 
legislature appropriated $50 million for 
such aid, $25 million from the Post 
War Reserve Fund and $25 million 
from a bond issue approved by the 
Half was distributed among 
the counties equally and half on the 
basis of school population.’** In addi- 
tion to, and largely induced by, the 
state aid, $108 million was spent by 
local governments for capital outlay 
during 1950-1953." 

All parties concerned seem to have 
been satisfied with the results under the 
new arrangement, and no difficulty was 


voters. 


experienced in getting another $50 mil- 
lion of state aid approved in 1953."° 
The voters approved this second issue 
by a seven to one majority, compared 
with a little better than two to one ma- 
jority for the first. In 1949 some of 
the larger, urban counties voted against 
the issue, but in 1953 there was a deci- 


sive vote approving the bonds in every 


12 Recommendations for state aid were made by 
the Superintendent of Public Instruction (Biennial 
Report, 1942-1944, part I, p. 111; 1944-1946, part 
I, pp. 82-83; 1946-1948, part I, pp. 84-85), Gov- 
ernor Cherry (Journal of the House of Representa- 
1945, p. 38), the State Board of Education, 
the State Education Commission (Report, 1948), 
and Governor Scott (Journal of the House of Repre- 
sentatives, 1949, pp. 24 and 30, and Raleigh News 
and Observer, March 3, 1949, p. 1). 


tives, 


13 Session Laws of North Carolina, 1949, chap. 


1020. 


14 Biennial Report of the Superintendent of Pub- 
lic Instruction, 1952-1954, part I, p. 34. 


15 The State Superintendent of Public Instruction 
was very enthusiastic concerning the results under 
the 1949 program (Biennial Report, 1948-1950, part 
I, p. 75), and Governor Umstead, in his inaugural 
address, recommended additional state aid for capital 
outlay (Journal of the House of Representatives, 
1953, p. 23). 
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county, even though half the proceeds 
were to be distributed on the basis of 
need.*® 

In the highway field the big step was 
taken in 1951 when the state assumed 
complete responsibility for the con- 
struction and maintenance of municipal 
streets forming a part of the highway 
system and began to allocate the rev- 
enue from a half cent motor fuel tax to 
the municipalities to help them support 
their non-system streets. For some 
time municipalities had been arguing 
that they deserved a share in the High- 
way Fund, and in 1949 a special com- 
mission was created by the legislature 
to study the issue.’ The commission 
recommended that the state assume com- 
plete responsibility for all city streets 
just as it had done in the case of rural 
roads in 1931. This recommendation 


was based on the idea that the state 


owes the same responsibilities to urban 
residents as to rural residents since both 
pay the highway-user taxes."* The 
1951 legislature seemed to accept the 
position that streets should receive ad- 


16 The law provides for the distribution of the 
funds as follows: (1) $100,000 to each county, (2) 
$16 million on a per capita basis (average daily 
membership for 1951-1952), with no county receiving 
more than its valid need for such funds, and (3) 
the remainder according to need as determined by 
the State Board of Education and approved by the 
Governor (Session Laws of North Carolina, 1953, 
chap. 1046). To date (September, 1955), a for- 
mula for determining need and taxpaying ability of 
the counties has not been developed. 


17 Session Laws of North Carolina, 1949, Resolu- 


tion 31. 


18Tn the 
which streets are unequally treated is indicated by 


commission’s opinion, the extent to 
the amount of property taxes paid by urbanites to 
provide streets. The report of the State-Municipal 
Road Commission was printed in Popular Govern- 


ment, XVII (December, 1950-January, 1951), 10-13. 
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ditional aid and concerned itself mainly 
with finding a revenue source for it.’” 

In this second round of centraliza- 
tion of expenditures state participation 
has been extended to include additional 
objects of expenditure in the case of 
education and additional road mileage 
in the case of highways. In a horizon- 
tal sense state participation included the 
total education program before 1949, 
but the movement since 1949 has ex- 
panded such participation in a vertical 
sense: state funds are now spent for 
capital outlay as well as current ex- 
pense. In highways before 1951 the 
state had assumed the whole function 
in a vertical sense for all rural roads 
and was allocating funds for the main- 
tenance of city streets forming a part 
of the highway system; in 1951 the 
state assumed the same responsibility 
for these streets as it possessed for rural 
roads, and, in addition, began to help 
support non-system streets. 

In neither education nor highways 
has it been a case of the state forcing 
itself into these areas against the will of 
the public. The people, as evidenced 
by their votes on the question of state 
aid for capital outlay, have favored in- 
creased state participation in school fi- 
nance. Municipalities have been only 
too glad to pass responsibility to the 
state as a means of receiving relief from 
financial misery caused by expanding 
services, increasing population, rising 
prices, debt service obligations, and in- 
flexible revenue sources. The indica- 
tion is that the taxpayers either prefer 
“ painless ” indirect taxes to “ painful ” 
direct taxes or they are under the illu- 
sion that somehow or other if the funds 


19 The commission, and the Governor (Journal of 
the House of Representatives, 1951, p. 22), recom- 
mended increased highway taxes, but the additional 
aid was finally financed from existing taxes. 
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come from Raleigh, or better, Wash- 
ington, someone else can be made to 
pay- 

Results Under Centralization 


Expenditures. A major factor in the 
seven-fold increase in expenditures from 
North Carolina’s three regular funds ~° 
between 1929 and 1954 has been the 
assumption by the state of additional 
responsibility for schools and roads. In 
1929, 7.5 cents of each dollar spent 
from the state’s three regular funds was 
for public schools, but after the eight- 
month term was inaugurated public 
schools accounted for about 30 cents 
and in recent years 40 cents. In 1933, 
after the state had assumed control of 
all rural roads, a little over 40 cents of 
each dollar spent from the three funds 
was for roads, and in recent years the 
relationship has been only slightly be- 
low this. Schools and roads now ac- 
count for about 80 cents of each dollar 
spent. If the special funds for second- 
ary road and school construction are in- 
cluded, these two functions have ac- 
counted for even more than this in re- 
cent years.” 

Total state and local expenditures for 
public schools increased, 1934-1953, 
nearly eight-fold, or more than three- 
fold on the basis of a constant dollar.*” 


20 General, Highway, and Agricultural Funds, ex- 
penditures from which increased, 1929-1954, from 
$43.2 million to $305.3 million. 


21 For example, in 1952, when $55.5 million was 
spent under the $200 million secondary road pro- 
gram begun in 1949 and $16.5 million of state 
funds was spent for school capital outlay, schools 
and roads accounted for 83 cents of each dollar 
spent from the five funds. (Biennial Report of the 
State Highway and Public Works Commission, 1950- 
1952, p. 253; Biennial Report of the Superintendent 
of Public Instruction, 1952-1954, p. 20.) 


22 Total public school expenditures were $25 mil- 
lion in 1934 and $190 million in 1953. In 1934 
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This three-fold increase is accounted 
for only to a small degree by the in- 
crease in the number of pupils; it is ex- 
plained largely by the expansion of 
educational services, the increase in real 
salaries of school personnel, and the ac- 
celerated construction of new build- 
ings.’ One factor that has induced in- 
creased state activity in education in 
the past decade has been the splendid 
financial condition of the state; the in- 
creased obligations have been met not 
by raising tax rates and levying new 
taxes but out of increased revenue re- 
sulting from higher levels of income, 
employment and prices. 


Since the lows of the depression and 
World War II, state highway expendi- 
tures have increased nearly seven-fold.** 
In real terms they have increased 2.8 
times since 1933 and 3.6 times since 
1943. Expenditures for all objects 
have been increased and new objects 
have been added, but major responsi- 
bility for the increase must be assigned 


dollars the 1953 expenditures were $82.5 million 
(implicit price deflator for state and local govern- 
ment purchases of goods and services used to deflate 
figure). 


23 Enrollment increased only 3.7 per cent and 
average daily attendance only 9.6 per cent. Since 
1934, a state-wide nine-month term and 12-year 
program have been adopted, free textbooks are pro- 
vided for elementary pupils, new courses have been 
introduced, more teachers are provided (34.6 per 
cent increase in teachers, excluding principals, com- 
pared with above enrollment and average daily at- 
tendance increases), real salaries have increased 2.7 
times (implicit price deflator for personal consump- 
tion expenditures), a state retirement system has 
been established, and capital outlay has 
been at an unprecedentedly high level. 


recently 


24From $21 million to 140 million (1953). In 
1951 and 1952, when $62 million and $56 million, 
respectively, were spent under the secondary road 
program as compared with $32 million in 1953, 
total expenditures were $154 million and $160 mil- 
lion, respectively. 
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to increased expenditures for construc- 
tion, particularly in connection with 
the secondary road program under 
which about 15,000 miles were paved 
between 1949 and 1953. In general, 
Highway Fund revenue has exceeded 
Highway Fund expenditures, the im- 
mense expansion in revenue being due 
primarily to the increase in the number 
of motor vehicles, the increase in gaso- 
line consumption, and the increase in 
gross receipts of motor carriers rather 
than to new taxes or increased rates. 
In 1949, for the first time since the pri- 
mary highway system was built (1921- 
1931), the state sold bonds to finance 
its highway function; this was for the 
$200 million secondary road program. 
As a factor in the increased expendi- 
tures, centralization seems to have been 
stronger in the case of roads, for it is 
inconceivable that the local units would 
have spent on secondary roads what the 
state has recently spent. The increase 
in expenditures for these two functions 
in less centralized neighboring states 
corroborates this conclusion, for North 
Carolina experienced the smallest rela- 
tive increase in total school expendi- 
tures (excluding debt service) per pu- 
pil, but the greatest relative increase in 
total expenditures for highway capital 


outlay and maintenance.” 


25 Schools (1930-1950): of Georgia, South Caro- 
lina, Tennessee, and Virginia, Georgia was the only 
one to have a significantly greater relative increase 
in current expense per pupil, but the relative in- 
crease in capital outlay per pupil was lowest in 
North Carolina. In both 1930 and 1950 North 
Carolina ranked second, behind Virginia, with re- 
spect to current expense per pupil; capital outlay 
per pupil was highest in North Carolina in 1930, 
but in 1950 it was higher in Tennessee and Virginia 
than in North Carolina. Roads (1931-1952): 
North Carolina had by far the greatest relative in- 
crease in capital outlay, but South Carolina had a 
greater relative increase in maintenance expenditures. 
Regarding capital outlay, North Carolina’s 
among these five states, changed from last to first 


rank 
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Source of funds. The centralization 
of expenditures is reflected in the lower 
proportion of funds supplied by local 
governments for these two functions. 
In 1930, next to the last year of local 
control of county roads, local expendi- 
tures amounted to about 36 per cent of 
total expenditures for all road objects 
except debt service. With debt service 
requirements included, the local figure 
was about 42 per cent of the state and 
local total. Since July 1, 1931, 100 per 
cent of rural road expenditures has 
been from state funds, except for the 
diminishing cost to the local govern- 
ments of servicing the road debt out- 
standing as of that date. The recent 
$200 million issue of secondary road 
bonds, of course, is the liability of the 
state. 

As for total public school expendi- 
tures, the increase in the state equaliza- 
tion fund lowered the proportion of 
local funds to 83 per cent in 1931, and 
in the first year of the state-supported 
eight-month term the proportion was 
slightly under 35 per cent. For a while 
after 1934 the proportion was higher 
than this, but recently it has been about 
30 per cent. In contrast, the propor- 
tion of local funds in expenditures for 
current expense is higher now than in 
1934, having risen from 11 per cent to 
over 14 per cent. Before the state as- 
sumed financial responsibility for the 
ninth month and the 12th year, the 
proportion reached 16 per cent. i 


between 1931 and 1952, while Virginia was the only 
one to spend more for maintenance in either 1931 
or 1952. (Based on U. §S. Office of Education and 
Bureau of Public Roads “Statistics of 
State School Systems,” Biennial Survey of Education 
in the United States, 1928-1930 to 1948-1950; 
Highway Statistics, Summary to 1945; The Financ- 
ing of Highways by County and Local Rural Gov- 
ernments, 1931-1941; Highway Statistics, 1945 to 
1953. The Bureau of Public Roads statistics refer 
to calendar years). 


statistics: 
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indicates the extent to which the local 
governments are supplementing the 
state standard, and the opposite move- 
ment in the proportion of the total re- 
flects the relative stability of debt serv- 
ice throughout the period and the re- 
cent state aid for capital outlay. 

Efficiency. One of the major argu- 
ments for state support of schools and 
roads was improved economy or efh- 
ciency. Defined as the ratio of services 
to cost,”® efficiency was higher in the 
case of both functions immediately 
after their transfer to the state than 
before. The increased efficiency with 
respect to schools was accomplished 
largely by a stringent program of econ- 
omy, while that in the highway func- 
tion was probably to a much greater 
extent the result of such things as better 
utilization of equipment, improved con- 
trol, superior techniques, and central- 
ized purchasing. 

Service-cost ratios do not indicate 
that efficiency is higher now than be- 
fore state control. The declining efh- 
ciency in the school function since 
1940 probably indicates the extent to 
which the schools have been allowed to 
share in the increased output of the 
economy and enjoy more comforts or 
luxuries. As for highways, the indica- 
tion is that there is increased efficiency 
in maintenance, but reduced efficiency 


26 The school service index was computed from 
the following measures: average number of days 
schools in session, per cent of pupils enrolled at- 
tending daily, per cent of population aged 5-17 en- 
rolled in public schools, per cent of total enrollment 
in high school, pupil-teacher ratio, teacher training, 
average annual real salaries, high school graduates as 
per cent of those who entered first grade, per cent 
of one- and two-teacher schools, and cost value of 
school property per pupil. The cost index was based 
on real expenditures per pupil. The highway service 
index was computed from the miles of the different 
types of roads built and maintained, weighted on 
the basis of current estimated costs. 
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in the area of road building, where the 
ervice index fails to reflect increased 
road capacity, road quality, use of 
grade separations, width of shoulders, 
and grading to reduce grades. With 
these peripheral measures included, it is 
doubtful that the service-cost ratio 
would indicate reduced efficiency. 

Comparisons of service-cost indexes 
in North Carolina and contiguous states 
give no conclusive evidence that efh- 
ciency is higher in the more centralized 
states. On some bases of calculation, 
there is a strong positive relationship 
between centralization and efficiency, 
while on others no such relationship ex- 
ists.-’ Further, the crudeness of the in- 
dexes and the inexactness of the statis- 
tics, particularly in connection with 
highways, prevent one from attaching 
much significance to service-cost ratio 
differences of a few hundredths of a 
point. 

Situation without state support. In 
the absence of state support, it is almost 
certain that many of the local govern- 
ments would have been unable to con- 
tinue their services at a satisfactory 


27.On the basis of a comparison of educational 
services with cost at a recent point of time, the 
rank of these five states is the same on efficiency as 
on centralization except that the last two places are 
This index of educational 
cluded draft rejections (for failing mental test) and 
Army-Navy test scores. On the basis of changes in 
educational between 1930 and 
1950, the relationship between efficiency and the 
level of current expenditures per pupil was stronger 
than that between efficiency and centralization. In 
the case of roads, various relationships exist in dif- 
ferent years on the basis of different definitions of 


service. 


reversed. services in- 


services and cost 


There seems to be a slight positive relation- 
ship between centralization and efficiency when serv- 
ice is taken to include road building only, but not 
when building and maintenance are included or 
when the service index is further adjusted to reflect 
the superior service of the higher type pavements. 
(See author’s “A Comment on School Efficiency,” 
American School Board Journal, CXXXIII (July, 
1956), 29-30.) 
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level. In 1929 North Carolina was less 
centralized than any of the neighbor- 
ing states. This was probably an im- 
portant factor in causing the centrali- 
zation which took place in 1931 and 
1933. Not only were the North Caro- 
lina local governments being called 
upon to provide a larger proportion of 
funds for schools and roads, but they 
were more dependent upon the prop- 
erty tax than local governments of any 
of the neighboring states,"** and debts 
were heavier in North Carolina. The 
effect of these factors was to make road 
and school services in North Carolina 
more vulnerable to adverse economic 
conditions. 

Property tax relief. Property has re- 
ceived relief from school and road taxes. 
Property taxes constitute a smaller pro- 
portion of school revenues in North 
Carolina than in any other state except 
Delaware and New Mexico. No prop- 
erty taxes are levied for rural roads ex- 
cept for the dwindling amount neces- 
sary to service the local road debts, and 
the support of municipal streets is 
rapidly being transferred from prop- 
erty to other sources of revenue. 

Local self-government. The state 
has not assumed responsibility without 
control. As is the case when the fed- 
eral government grants aid to the states, 
state aid to local governments is ac- 
companied by some degree of inspec- 
tion, regulation, and control. The local 
units choose their teachers (from among 
individuals who meet certain state re- 
quirements), but unless they raise ad- 


28 The percentage of local tax revenue derived 
from property taxes in i930 was 82.2 in South 
Carolina, 86.0 in Virginia, 85.4 in Georgia, 92.6 in 
Tennessee, and 96.5 in North Carolina. (National 
Industrial Conference Board, Cost of Government in 
the United States, 1929-1930 (New York: National 
Industrial Conference Board, Inc., 1932), p. 117.) 
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ditional funds the state determines the 
number of teachers the units will have 
and the salaries paid. The state also 
chooses the textbooks. In fiscal affairs, 
the state allots to the units a certain 
amount of funds for each item of ex- 
penditure, and also approves the sup- 
plemental budgets (local funds). Even 
before the state began to spend money 
for capital outlay, plans for school 
buildings had to be approved by the 
state; of course, state funds are dis- 
bursed only after inspection and ap- 
proval of the construction. In the case 
of rural roads, the state assumed com- 
plete control. Of course, the State 
Highway commissioner for each area is 
expected to keep in touch with the 
needs and desires of the citizens, county 
commissioners have to consent to major 
road changes, and provision is made for 
the filing of petitions, public hearings, 
and appeals. 


Although this issue lies largely out- 
side the field of economics, it is noted 
because of its position in the arguments 
for and against state support. 

Ability and effort. There is a tend- 
ency for the poorer states, among the 
five studied here, to be more centralized 


and to exert the most effort. Perhaps 
this indicates that where tasks are most 
burdensome, the citizens are more will- 
ing to shift the financing duties to the 
state, which at the same time may feel 
the necessity of a greater degree of par- 
ticipation to assure a certain minimum 
level of services. 

The inverse relationship between abil- 
ity and centralization is much stronger 
in education than highways, owing 
principally to the fact that the state 
with the most ability (Virginia) is sec- 
ond most centralized with respect to 
highways. 
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Centralization as a propagator. To 
some degree, centralization breeds fur- 
ther centralization. Probably a strong 
influence in the people’s decisive ap- 
proval of state aid for capital outlay 
was the increased public acceptance 
since 1931 of the idea that education is 
a state responsibility. With highways, 
a major factor giving rise to municipal 
demands for a share in highway-user 
tax receipts was state assumption of re- 
sponsibility for county roads. 


Conclusion 


If developments up to this point are 
indicative of those of the future, there 
will be further centralization of expen- 
ditures in these two areas of govern- 
ment service. The recent extension of 


state participation in education to in- 
clude other objects than current ex- 
pense has won favor with the people, 
and it is not likely that the state will be 
able to return to the former position. 


The only item of current expense for 
which local units are still completely re- 
sponsible is maintenance of plant. Of 
course, they may spend money for the 
other items and thus supplement the 
state standard. The experience in this 
respect is that the wealthier commu- 
nities supplement the state standard, 
and in an attempt to equalize opportu- 
nities the state is continually increasing 
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its standard of support. This process 
will probably continue in the future, 
unless it is stopped by an equalitarian 
philosophy so strong that units are pro- 
hibited from supplementing a state- 
wide program. Should this point be 
reached, the state (and federal govern- 
ment) may supply all the funds, or the 
total cost for each unit may be calcu- 
lated and that unit required to raise a 
certain portion according to its ability. 

Since complete state support was 
adopted for all rural roads, the state 
has extended it to include part of the 
city streets. The remainder of the 
streets are partially supported from 
state funds, and past developments in- 
dicate that complete state support for 
these streets is a strong probability. 

At the moment, it appears that the 
next major step in highways will be a 
complete and more rapid reconstruction 
of primary roads, which are inadequate. 
It remains to be seen whether this will 
be carried out on a pay-as-you-go basis, 
or whether a third series of bonds will 
be issued, but the experience of the 
state in connection with the construc- 
tion of the primary system and with 
the secondary road program might well 
lead it to choose the latter. Another 
uncertainty is the extent to which the 
federal government will participate in 
the financing of this program. 





SPECIAL PROBLEMS IN STATE TAXATION 
OF BANK INCOME 


ROBERT N. HOWELL * 


RACES of an income tax may be 

found among state revenue laws 
which were in effect more than one 
hundred years ago. Before 1912, how- 
ever, only a few of the states had 
adopted this form of taxation and the 
results achieved were generally unsatis- 
factory. After Wisconsin demonstrated 
that a net income tax was feasible when 


properly administered, a number of 
states turned to this source of revenue 
as one means of financing rising public 
expenditures during the World War I 


inflationary period. Several others be- 
gan taxing incomes for the first time 
when confronted with financial crises 
during the Great Depression. In 1954 
an income tax was included in the tax 
systems of 33 states, and a substantial 
portion of this group’s general fund 
revenue was derived from the tax. 
Moreover, if the present trend con- 
tinues, the fiscal importance of state 
income taxes will be even greater in the 
future.’ 


* The author is Assistant Professor of Economics 
at Meredith College, Raleigh, North Carolina. 


1See Charles R. Lockyer and James W. Martin, 
“An Analysis of State Income Tax Revenue,” The 
Southern Economic Journal, vol. XXI (January, 
1955), pp. 289-302. 


The purpose of this article is to re- 
view critically one phase of state income 
taxation which appears to be particu- 
larly weak. More specifically, attention 
will be directed to distortions caused by 
the manner in which a number of states 
apply the corporate income tax to 
banks,” to the identification of the 
problems involved, and to suggested 
remedies. 

The net income tax has been widely 
accepted as the most equitable form of 
taxation by economists and laymen 
alike. This acceptance is due primarily 
to the belief that the fairest distribution 
of the tax burden is obtained when each 
taxpayer’s tax liability is measured by 
his receipt of personal or corporate net 
income during a given period. If this 
principle were truly in operation, then 
it would follow that the ratio of each 
taxpayer’s tax liability to net income 
should be approximately the same when 
a single flat rate is employed. That 
this is not the case in regard to banks 
in North Carolina can be demonstrated 
by the following data. Evidence will 
be presented later which indicates that 

2 The technical distinction between a banking as- 


sociation and a corporation may be ignored for our 
purposes. 
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a similar situation exists in a number of 
other states. 


North Carolina has a six per cent 
general: corporation income tax which 
applies to state chartered banks but 
which is not applicable to national 
banks. Table 1 contains average ratios 
of income taxes paid to total net in- 
come received for three classes of banks. 
It may be noted that the ratio for state 
industrial banks is 4.8 per cent, or more 
than twice as great as that for state 
commercial banks while the figure for 
national banks is zero. 


Actual data necessary to compute an 
average ratio for industrial corporations 


TABLE 1 
Ner INCOME AND State INcOME Taxes Patp BY 
NortH CaroLina BANKS IN 1952 


Net 
Income 
Before 
Income 
an 
Taxes 


Per 
Income Cent 
Taxes’ of 
Paid Net 
Income 


Class of Bank 


State Ind. Banks $ 731,174 $ 36,181 4.8% 
State Com. Banks 19,441,508 435,031 2.2 
National Banks 6,125,000 000 0.0 


Source: Computed from North Carolina 
bank income tax returns for 1952 and 90th 


Annual Report of the Comptroller of the 


Currency. 

were not available, but an estimate was 
made on the basis of nontaxable income 
reported for 1948 as a percentage of 
total net income. This estimated aver- 
age ratio is 5.9 per cent. 

These variations in the proportion of 
total bank net income absorbed by the 
state income tax are, of course, more 
pronounced in individual cases. For 
example, one of the larger state banks 
reported total net income in excess of 
$170,000, but, according to informa- 
tion supplied on the return, it incurred 
no income tax liability. At the other 


extreme were a few banks whose 
liability closely approached the six 
cent maximum. 

The following factors appear to be 
largely responsible for the existence of 
these variations: (1) National banks 
are instrumentalities of the federal gov- 
ernment and can be taxed only as per- 
mitted by the Congress of the United 
States. (2) Banks generally have sub- 
stantial holdings of federal obligations, 
the income from which cannot be taxed 
directly by states. (3) North Carolina, 
as well as certain other states, has failed 
to take advantage of special federal 
legislation which permits a state to base 
its income tax on the total net income 
of banks, despite the above restrictions. 

For many years a property tax based 
on the value of the bank stock was the 
only permissible method for state tax- 
ation of national banks, except for a 
tax on real estate owned. In 1923 
Congress provided a second and third 
optional method, and in 1926 a fourth 
method was approved. The states were 
allowed to include dividends from na- 
tional banks in the taxable income of 
the recipients and they were permitted 
to tax national banking associations “‘ on 
their net income.” * The last approved 
method was an authorization for states 
to tax national banks “ according to or 
measured by their net income.” * Two 
important limitations, however, were 
retained. Only one of these methods 
of taxation may be employed at a given 
time, except that bank dividend pay- 
ments may be included in the taxable 
income of the shareholder when an in- 
come tax is levied on banks. In addi- 
tion, the law prohibits the imposition 
of a discriminatory tax rate. 


per 


3 Stat. 1499, 4 FCA, Title 12, Sec. 548 (1923). 
4 Stat. 223, 4 FCA, Title 12, Sec. 548 (1926). 
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If the former limitation is ignored, 
a state may find that nationai banks 
cannot be made subject to its principal 
corporation tax unless existing legisla- 
tion is repealed. For example, in North 
Carolina the income tax cannot be im- 
posed on national banks because a bank 
share tax, whose yield is quite low, is in 
effect at the local level. 

This restriction must also be taken 
into consideration if a state wishes to 
impose an equitable share of its total tax 
burden on national banks. In most 
states, corporations are subject to one 
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Table 2 contains data which indicate 
the significance of nontaxable income 
in computing the 1952 tax liability of 
state banks in North Carolina. The 
tax returns and bank reports show that 
the major portion of this nontaxable in- 
come was interest derived from owner- 
ship of federal securities. At the time 
of examination in 1951, state banks in 
North Carolina owned bonds and stocks 
with a book value of $562,439,400. Of 
this total, the book value of federal se- 
curities was $444,207,888° or approxi- 
mately 80 per cent. 


TABLE 2 


A Comparison or Net TAXABLE WITH NONTAXABLE INCOME or NortH CAROLINA 
Strate Banks IN 1951 


Net Taxable Nontaxable, 
Income 


State Commercial Banks 
State Industrial Banks 


principal tax and one or more of lesser 
fiscal importance. If the rate on the 
principal tax is fixed for national banks 
at the same level as for other corporate 
businesses, the total tax’ burden of the 
former must be less. 

More significant than the restrictions 
on national bank taxation are the legal 
limitations on taxation of income from 
federal securities. It is a well-estab- 
lished principle of law that no state can 
levy a direct tax on this income. Not 
so well understood, perhaps, is the rela- 
tive importance of this source of income 
to banks. 


586,338 


Source: Computed from 1952 state income tax returns. 


Total 


Per Cent 
Nontaxable 


$7,271,544 $12,169,964 $19,441,508 


Income 


62.6% 
19.8 


144,836 731,174 


It may be observed that 62.6 per cent 
of the total net income of state com- 
mercial banks was nontaxable, while 
19.8 per cent of the net income of in- 
dustrial banks was tax exempt. 

In other states, also banks obtained a 
significant portion of their earnings 
from interest on federal securities. On 
December 31, 1952 national and state 
banks in the United States and its pos- 
sessions owned U. S. government obli- 
gations with a total book value of 


5 Annual Report of the Condition of the State 
Banks, State of North Carolina, 1951. 
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$73,011 million.” Whether or not this 
source of income is excluded from the 
state tax base depends on the manner 
in which the tax is imposed on banks. 
If a direct income tax is levied, then 
income from federal securities is legally 
exempt. If, however, a franchise or 
excise tax is imposed, the measure of 
which is net income, then all income 
not specifically excluded is taxable. 

An examination of the relevant 
statutes in the income tax states reveals 
a variety of provisions for bank tax- 
ation. Of the 32 states which em- 
ployed a general corporation net income 
tax in 1954, only 20 had extended its 
coverage to banks.’ In some of the re- 
maining 12, the bank share tax appeared 
to be an adequate substitute from a 
revenue standpoint, while in others 
exemption from the income tax appar- 
ently resulted in a comparatively lower 
total state tax liability. 

Three of the 20 states which taxed 


bank income imposed the tax directly 
on net income, consequently excluding 
federal security income from the base. 
Thus only 17 states levied an income 
tax on all the major sources of bank in- 


come. Seven of these 17 imposed the 
same rate on banks as on industrial cor- 
porations. Three of these seven im- 
posed a supplementary tax on state 
banks, but not on national banks. The 
remaining ten states, with one possible 
exception, distributed the state tax bur- 
den more equitably among national 
banks, state banks, and industrial cor- 
porations through the use of rate 
adjustments and exemption or credit 


690th Annual Report of the Comptroller of the 
Currency, 1952, p. 21. 


7 State Tax Reporter 
Clearing House Inc.). 


(New York: Commerce 
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provisions. Thus a higher rate was 
established for bank income in those 
states which levied supplementary taxes 
on nonbank corporations. 

Massachusetts and California appear 
to have found the fairest solution to 
this problem. In these states an excise 
tax is levied on bank income from all 
major sources, but no permanent rate 
is in effect. Instead, the rate is deter- 
mined annually (subject to statutory 
limitations) with the aim of equalizing 
the total tax burden between banks and 
other corporate taxpayers in the state. 
Income and supplementary taxes are 
computed as a percentage of net income 
for nonfinancial corporations, and this 
average is used as a basis for fixing the 
income tax rate for financial corpora- 
tions. 

From evidence presented in the pre- 
ceding pages, it may be concluded that 
inequities in bank taxation exist in a 
number of the states which employ a 
corporation income tax. These in- 
equities are largely attributable to the 
following causes. Some states have not 
extended their corporation income tax 
to banks, even though this is their prin- 
cipal corporation tax. Other states 
have made banks subject to the income 
tax, but have failed to impose the tax 
so that income from all principal sources 
can be included in the base. Further- 
more, some states have failed legally to 
recognize that state tax law must be 
co-ordinated with federal permissive 
legislation if a total state tax burden is 
to be imposed on national banks which 
is comparable to that of the average 
corporation. 

The suggested remedy for this situ- 
ation is quite simple, even though its 
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adoption would most assuredly present 
political problems in some of the states. 
The first step would be to repeal all sup- 
plementary state and local taxes on banks 
except property taxes on real estate. 
Then an excise tax, measured by net in- 
come from all sources, could be imposed 
on banks. This could be accomplished 


for national banks by simply inserting 
a clause referring to method numbered 
(4) authorized by the Act of March 
25, 1926 amending section 5219 of the 
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Revised Statutes of the United States.* 
A rate could then be determined which 
would absorb on the average approxi- 
mately the same percentage of net in- 
come as do the combined state and 
the 
financial corporations. 
be included 
puted annually as in California and 
Massachusetts. 


income of non- 
This rate could 
in the statutes or com- 


local taxes of 


8 U.S.C.A. Title 12, Section 548. 





ACCUMULATION, WORK INCENTIVE, AND 
THE EXPENDITURES TAX 


ROBERT SOLO * 


6 leas purpose of this short essay is to 

suggest certain considerations which 
are important for an evaluation of the 
expenditures tax, but which have been 
overlooked by Kaldor in his recent 
analysis of the expenditures tax and of 
alternative forms of taxation.’ Our 
initial contention has to do with the 
impact on work incentive of an ex- 
penditures tax as compared to an in- 
come tax, when the use of either tax 
over a long period of time is contem- 
plated. Later more general issues will 
be raised. 

Kaldor takes the position that both 
the income and the expenditures tax 
(considering these as alternative forms 
of taxation so that the income effects of 
a tax are excluded and only the relative 
substitution effect need be considered) 
have a depressive effect on work incen- 
tive. Progressiveness in either case ac- 
celerates this depressive effect. But this 
is not the end of the matter. The two 
taxes relate to incentive differently, 
and the analysis of the nature of this 
difference forms an important part of 
Kaldor’s book. Moreover the evaluation 

The author is assistant Professor of Economics 
at The City College, New York. 


1 Nicholas Kaldor, An Expenditure Tax (London, 
Allen & Unwin, 1955). 


of the relative impact of these alter- 
native forms of taxation on work in- 
centive is important for a social choice 
between them. It is in part because he 
finds that the expenditures tax will 
have a less depressive effect on work in- 
centive that Kaldor recommends the use 


of this tax. Thus: 


The general conclusion therefore is that a 
progressive expenditure tax would be less 
of a disincentive to work than a progres- 
sive income tax yielding the same revenue; 
its advantages over the latter being all 
the greater the greater the fluctuations in 
a person’s earnings and the higher the 
marginal rate of income tax at which his 
peak earnings are taxed. 


Or: 


A tax assessed on expenditures . . . alle- 
viates, even if it does not remove, the 
disincentive effects of progressive tax- 
ation on work.* 


The depressive effect of an expend- 
iture tax on work-incentive would be 
mitigated relative to that of an income 
tax to the extent that individuals were 
willing to work in order to accumulate 
assets for the sake of the values, e.g., 


2 Ibid., p. 140. 
3 Ibid., p. 14. 
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economic power, prestige, and security, 
that are attributable to greater accu- 
mulation per se, and inasmuch as the 
greater power (of the individual), im- 
plicit in the expenditure tax, to average 
out his taxation rates over his lifetime, 
enables the individual to avoid high oc- 
casional marginal taxes on earnings.’ 
The depressive effect of the income 
tax might be mitigated relative to the 
expenditure tax, according to Kaldor, 
inasmuch as the easier accumulation of 
assets possible under an expenditure tax 
enabled people to retire at an earlier 


age. Thus: 


Finally it might be argued that an ex- 
penditure tax would tempt people to 
retire at an early age, and in this manner 
exert an adverse influence. Since it would 


be easier for a man to save up any given 


sum, or any given annuity for retirement. 
. . » On the other hand the additional 
saving a man could put aside from his 
earnings by staying at work for a further 
period would also be greater; and this 
would clearly act as an incentive to stay 
at work. Again it is not possible to say 
on 4 priori grounds, whether an expendi- 
ture tax, on balance would exert an ad- 
verse or a favorable effect on the supply 
of work through its influence on the age 
of retirement.® 


It would appear, however, that the 
use for an extended period of time of 
the expenditure tax would have a 
further cumulatively depressive effect 


4It is possible, with regard to this second point, 
to postulate just the opposite and to suppose that 
a high marginal tax at points in the earnings history 
of high income when the work-incentive significance 
of income increments is small (because income is 
high), and conversely a low marginal tax when the 
work-incentive significance of increments of income 
is large, would have a more favorable net effect on 
work output than a tax based on an averaged earn- 
ings or expenditure base. 


5 Ibid., p. 139. 
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on work-incentive, as compared with the 
use of an‘income tax, which should not 
be left out of account in the evaluation 
of these alternatives. 


Our explanation of this additional ef- 
fect of an expenditure tax on work- 
incentive is based on two assumptions 
which inhere in Kaldor’s position. 
These are as follows. First, alternative 
forms of taxation should be considered 
and evaluated in terms of their func- 
tion, i.e., their efficiency as an “ instru- 
ment for controlling the economy in the 
interests of economic stability and prog- 


ress,’ ° and that the essential function 


of taxation is to limit consumer ex- 
penditures (or total private spending) 
to some predetermined level.” Second, 
the use of an expenditures tax to achieve 
this limitation of private consumption 
expenditures, as contrasted with thie use 
of an income tax for the same purpose, 
will encourage private savings and hence 


6 Ibid., p. 14. 


7 Ibid. 
in the field of public finance, that taxation is no 
longer looked upon as the means of ‘finding the 
money’ for the expenditures of the Government, but 
as one of the primary weapons in the Government's 
armoury for ensuring general economic and monetary 
stability. One aspect of this new conception of 
* functional finance’ (to borrow Mr. Lerner’s phrase) 
is that the amount to be raised in taxation is re- 
garded as being governed by the totality of economic 
conditions,...” (p. 172). “The primary purpose 
of taxation is to restrict private spending to the point 
where it no longer exceeds the amount which, given 
the claims of the State, can be made available—in 
other words to ensure that the total of public and 
private spending is adequate, and no more than 
adequate, to secure the full utilization of economic 
resources. According as the community’s induce- 
ment to invest is high or low, and the propensity 
to save out of current income is small or large, 
this objective may require more or less to be 
raised in taxation than corresponds to current Gov- 
ernment expenditure . . . the primary objective of 
taxation is not to avoid deficits but to avoid 
inflation...” (p. 174). 


“The ‘ Keynesian Revolution’ has meant, 
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will accelerate the increase in the private 
holdings of assets for the community as 
a whole.*® 

But supposing this were so, consider 
the effect of this accelerated rate of 
accumulation on the relationships of 
consumption to income. Following the 
conventional lines of analysis, it would 
appear that an increase in the value of 
privately held assets per se would induce 
dissaving and would reduce the incen- 
tive effect of the prospect of marginal 
increments of accumulation. Hence 
there would be a rise in the average 
consumption propensity. In sum the 
use of an expenditures tax would, in 
contrast to the use of an income tax, 
cause the propensity to consume to rise 
more rapidly over time. Therefore the 
future rates of taxation required in 
order to hold consumption down to the 
desired level would have to be increased 
more rapidly where an expenditure tax 
rather than an income tax was relied 
upon. The higher the tax rate, the 
higher will be the absolute disincentive 
effect on work-effort, for the higher 
the tax rate, income conditions being 
the same, the greater is the reduction 
in the gains from effort vis a vis the 
values of leisure which are untaxed. 
The effect would be cumulative, and the 
difficulty of maintaining work-incen- 
tive would be cumulatively aggravated. 
Therefore, it might be argued, that the 
use of an expenditure tax rather an in- 
come tax over time would intensify the 
problem of reconciling the objectives 
of economic growth and the require- 
ments of economic control. 

This objection, which has been de- 
veloped within the framework of 
Kaldor’s analysis, can be met; but if the 


8 Cf. ibid. Chapter II, Taxation and Savings, pp. 
79-101 and 180-188. 
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objection is to be met, it would seem 
necessary to raise a fundamental ques- 
tion as to the sufficiency of that very 
framework. Kaldor postulates as his 
standard for the evaluation of alter- 
native tax forms, an ideal system of 
economic controls where taxation is im- 
posed for the purpose of limiting con- 
sumption to some predetermined level.” 
Where such a system was operative, tax- 
ation would only be imposed when the 
self-generating level of private con- 
sumption (as a function of past-period 


® At one point late in the book, Kaldor, in dealing 
with “Taxation and the Trade Cycle”, takes 
cognizance of the possible need for “ securing some 
preferred distribution of resources between con- 
sumption and capital accumulation”, and suggests 
that this might be done by levying a _ tax 
on capital expenditure, alongside the tax on con- 
sumption expenditure. Thus: “Indeed if one con- 
siders taxation purely as a means of exercising 
overall economic control, or of counteracting in- 
flationary and deflationary tendencies arising from 
the varying state of expectations or other causes, 
and of securing some preferred distribution of re- 
sources between consumption and capital accumula- 
tion, the simplest and most effective system would 
be to have two kinds of taxes only, a tax on 
personal expenditure and a tax on capital expenditure. 
The purpose of the former (which presumably would 
provide much the greater part of the revenue) 
would be to limit consumption demand to what- 
ever fraction of national resources the community, 
acting through the agency of the Government, de- 
sired to devote currently to the purpose; and to 
counteract tendencies to fluctuation through the 
appropriate variations in the rates. The tax on 
capital expenditure would similarly have the function 
of limiting and stabilizing the current level of busi- 
ness investment” (p. 176). Thus the expenditures 
tax proper is considered as a tax on consumption 
which must be supplemented by a tax on invest- 
ment expenditures when the objective is to control 
the ratio of consumption to investment. This is 
not envisaged as a control which inheres in ex- 
penditure taxation “....it would not after all 
amount to anything different from the present 
methods which aim at exerting the same kind of 
control partly through the taxation of business 
profits and partly through the ‘ monetary’ weapon 
of interest rates...one avowed purpose—of the 
taxation of undistributed profits is to limit the 
funds available for business capital expenditure and 
by this means to limit the demand for investment 
goods” (p. 176). 
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income receipts, current income flows, 
and future income expectations) was 
higher than was considered desirable. 
With national income running at a level 
of Y“, the level of consumption gener- 
ated being C*, it might be considered 
necessary or desirable to reduce that 
self-generating level of consumption ex- 
penditures by T amount. Hence the 
function of any tax, income, expendi- 
ture or any other would be to hold con- 
sumption to C*—T. If consumption 
expenditures are held down to the re- 
quisite level through the mechanism of 
any tax whatsoever, the corresponding 
aggregate investment would be the 
same. This follows from the perhaps 
tautological keynesian relationship be- 
tween national income, consumption, and 
the value of investment, NI — (C*-T) 
-I. If the rate of investment is the 
same, this must mean that the value of 
marginal accumulation, or the real value 
of the addition to privately held assets, 
is also the same—regardless of the form 
of taxation which has been used. If 
the rate of capital accumulation would 
be the same depending on the allowed 
level of consumption, regardless of the 
system of taxation used to hold con- 
sumption to the allowed level, then two 
conclusions follow. The overall oppor- 
tunity for capital accumulation would 
not be, indeed could not be affected by 
changes in the form of taxation used. 
Therefore the use of an expenditure tax 
rather than an income tax would not 
offer a greater work-incentive in the 
form of greater opportunities for capi- 
tal accumulation. The net capital being 
accumulated net of tax would be the 
same in any case. This casts doubt on 
the argument in favor of the expendi- 
tures tax as a lesser deterrent to work 
incentive. It also raises a question as 
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to the validity of the postulated rela- 
tionships between the use of the expend- 
itures tax and economic progress.'” 

On the other hand our argument that 
an expenditure tax would raise the aver- 
age consumption propensity and hence 
would have a cumulatively depressive 
effect on work-incentive inasmuch as a 
continuing increases in the tax rate 
would be needed to hold consumption 
down to any predetermined level would 
likewise be untenable since the accu- 
mulation of privately-held assets by the 
community would proceed no faster 
where an expenditure tax was used than 
where an income tax was used. 

However, even accepting the con- 
stancy of capital accumulation under 
alternative systems of taxation, it is still 
possible to maintain that alternative 
tax systems will create a different rela- 
tionship between the same quantum of 
capital accumulation and work-incen- 
tive. It might be argued that it is not 
the rate of capital accumulation but is 
rather the expectation of the opportu- 
nity to accumulate capital which would 
provide the incentive to put forth effort 
and to undertake risks. This expecta- 
tion may depend on the manner in 
which such accruals of wealth arise 
rather than on their net amount. Ac- 
cruals which appear as windfall gains 
would presumably have a different ef- 
fect in this regard than accruals which 
appear to be the saving of receipts on 
work or of investment yields. There 
seems a prima facie basis for supposing 
that accruals are more likely to appear 
as windfall gains where income is taxed, 


and are more likely to appear as saved 


income from work and from investment 
where an expenditures tax is used. 


10 [bid., cf. Chapter VI. 
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But presuming that alternative tax 
systems do thus differently effect the 
form in which accruals of wealth arise, 
how will this bear on the incentive to 
put forth effort and to undertake risk? 
Large windfall gains may have an ex- 
hilarating effect on the economy; big 
prizes may stimulate ambitions and ef- 
forts beyond all proportion to the risk- 
discounted rewards. In more adult and 


less adventurous communities this ex- 
hilarating effect is less likely to be oper- 
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ative. Perhaps everywhere in the longer 
run, windfall gains will be increasingly 
disregarded in the planning of future 
work-exertion or of future risk-bearing. 
If this is indeed the case, then the ex- 
penditure tax through sorting out in- 
crements of asset accumulation more in 
accord with plans to work and save, or 
to invest and save, would encourage 
risk-bearing and work-effort and, there- 
fore, a more rapid rate of economic 
growth. 
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NTA NOTES 





On To Los Angeles! 


If you haven't already decided to attend the 49th Annual 
Conference on Taxation, which is being held in Los Angeles with 
headquarters at the Hotel Biltmore, on November 13 to 16, there 
is still time to make your arrangements. Hotel accommodations 
should be requested immediately. Plan to arrive for the reception 
which starts at 5:30 on the 12th so that you will be ready for the 
special meeting of the Association and the opening conference 
session early on the 13th. 

You know from materials already sent you that an excellent 
conference program is in the making under the management of 
Dixwell Pierce and other members of the Program Committee. 
The Local Arrangements Committee, under Brad Trenham’s en- 
thusiastic chairmanship, has plans for entertaining the ladies at all 
times and relaxing the conferees in off-session hours that will 
make this conference live long in the memories of those who attend. 


Horace Greeley’s admonition is still good! 


Ronautp B. WELCH 


Secretary 
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